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Introduction

Puerto Rico

Taxation in Puerto Rico is part of a series that presents information on
taxation in various countries of the world. The book is intended to
supply information of a general character regarding taxation in
Puerto Rico for use as background when considering the conduct of
business in that country. Specific questions should be answered by
reference to the laws and regulations of the country and by consultation with professional advisors in the light of the particular
circumstances.
Taxation in Puerto Rico is published in two forms: in a loose-leaf edition and as a bound book. Only the loose-leaf edition may be supplemented or revised. These supplements will appear on blue-colored
sheets inserted at the end of the book. These supplementary pages
will be keyed to the original text by chapter and section numbers and
should always be read in connection with the original text. In
addition, revised information may be presented on pages inserted
in the basic text to replace original pages. Revisions of this type are
indicated by a date that appears on the bottom of each replacement page.
Rules governing taxation are subject to change and reinterpretation,
in many cases with little or no advance notice. The information in
this book is based on material available to Deloitte Haskins & Sells
as of April 1980.
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Tax Legislation
and Administration
1.01 Enactment of Tax Legislation
The Commonwealth has an elected governor and a legislative assembly that comprises the House of Representatives and Senate. A
bill may be sponsored by either legislative body. When approved
by both the House and Senate, the bill is sent to the governor
who, within ten days, may either sign the bill into law, let it become
law without his signature, or veto it.
The basic income tax law of Puerto Rico is the Income Tax Act of
1 9 5 4 , as amended (Ley de Contribuciones
según
enmendada).

sobre Ingresos de

1954,

Equally important basic legislation affecting taxes is set forth in
the Puerto Rico Industrial Incentives Acts of 1963 and 1978, as
amended. These and related acts provide broad tax incentives
in the form of full or partial exemption from income and various other
taxes for a number of years, as discussed in Chapter 2.
Historical Background. By the 1898 Treaty of Paris, Spain ceded
Puerto Rico to the United States. In 1917, Puerto Ricans were made
U.S. citizens. The Island's population of over three million in
an area of 3,500 square miles makes Puerto Rico one of the world's
most densely populated countries.
Puerto Rico was a possession of the U.S. until 1952. U.S. Public
Law 600 granted the Island authority to write its own constitution and
on July 25, 1952, Puerto Rico became a self-governing commonwealth—a status generally described as that of a free associated
state.
The Puerto Rican Federal Relations Act provides that U.S. laws,
if not inapplicable locally, have the same force and effect in Puerto
Rico as in the U .S., except for internal revenue laws. This means
that Puerto Rico is an independent tax jurisdiction, with the power
to impose taxes and offer tax exemptions despite the fact that
Puerto Ricans are U.S. citizens.
As an agricultural country dependent on three main crops, Puerto
Rico had a high unemployment rate and a low national product.
"Operation Bootstrap" began in 1941 as an effort to improve living
standards. This and other industrial incentives are aimed at
creating new jobs and increasing national and per capita income.
1.02 Tax Administration
The administration of taxes is under the jurisdiction of the Treasury
Department headed by the Secretary of the Treasury, the Commonwealth's principal financial officer and the governor's adviser
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on fiscal matters. The Secretary of the Treasury publishes tax
regulations that are official interpretations of tax law, and issues
written private rulings on the tax effects of pending transactions.
The Treasury also publishes bulletins and circulars presenting its
explanation of fundamental provisions of the tax laws.
The following bureaus serve as tax administrators for, and advisers
to, the Secretary of the Treasury in their respective specialties:
Income Tax, Excise Taxes, Property Assessment, Alcoholic Beverage
Taxes, Tax Collections, and the Bureau of the Lottery.
For purposes of administration, the Island is divided into a number
of geographic areas designated as tax districts. Each district has
a tax office with its own tax inspectors and collectors, whose duties
within their respective fields are to determine tax liabilities, make
property and tax asessments, and collect taxes.
Some of the bureaus maintain, at their head office, a quasi-judicial
body whose main function is to settle tax disputes between taxpayers
and tax inspectors. The taxpayer is usually represented before
these bodies by an accountant or lawyer. The procedure bears some
resemblance to the conference and appellate procedures prevailing
under the U .S. system. The decisions are not published.
1.03 Judicial Review
An adverse decision of any quasi-judicial body described in 1.02
may be appealed to the Superior Court. This may take the form of
an appeal for dismissal of the assessment or a complaint for refund,
depending on which tax is involved. The decision of the Superior
Court of Puerto Rico may be subject to a petition for certiorari with
the Supreme Court of Puerto Rico. This court's decision is subject
to a similar petition to the United States Supreme Court. Any issues
involving the United States Constitution or the Puerto Rico
Federal Relations Act may be adjudicated in the United States courts.
The opinions of both the Superior and Supreme Courts of Puerto
Rico provide an important source of tax law. In addition, considerable weight is given to U.S. court decisions on provisions of U.S.
tax laws that are similar in principle to those of Puerto Rico.
1.04 Taxes Imposed by Local Authorities
Taxes imposed by municipalities are mainly the municipal license
tax on sales and revenues (14.02) and the tax on real and personal
property (14.03) that is levied jointly with the Commonwealth.

4
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Distinctive Features of the
Puerto Rican Tax System
2.01 Summary
As a self-governing Commonwealth, Puerto Rico has its own internal
revenue laws and tax system. Perhaps the most significant features of the Puerto Rican tax system are the broad tax incentive
programs for manufacturing, hotel operations, service industries,
exporting, and maritime shipping operations (Chapter 3).
In general, Puerto Rican taxation has been adapted from United
States tax concepts. Thus, the Commonwealth imposes taxes on
the income of corporations and individuals as well as on commodities
and transactions. There is also an unemployment insurance tax, a tax
on the value of gifts made by individuals during their lifetime, and a
tax on the value of property owned by a decedent at the time of death.
Estimated income tax is payable during the income year by resident
corporations, partnerships, and individuals; and income tax is
withheld on various payments, such as wages paid in the Commonwealth and on dividends, royalties, and other income remitted
from Commonwealth sources to nonresident corporations, partnerships, and individuals.
Under the Puerto Rican Internal Revenue Code, partnerships are
taxed generally in the same way as corporations, unlike the U.S.
where a partnership's income is taxed directly to the partners. Moreover, in Puerto Rico there is no provision in the tax law and regulations comparable to the U.S. rule permitting a consolidated income
tax return to be filed by a parent corporation and its subsidiaries.
Like the U.S., however, Puerto Rico denies multiple surtax exemptions to certain associated, controlled corporations (Chapter 10).
Puerto Rican individual taxpayers are allowed certain deductions
and personal exemptions in determining their net income (Chapter
11). A tax credit for income taxes paid to the U .S. and foreign
countries is allowed to resident individuals and domestic corporations and partnerships (Chapter 12).
The federal social security tax levied on the self-employed and on
wage earners, and federal unemployment insurance taxes in Puerto
Rico are identical to those in the U.S. (Chapter 15). Certain features
of U.S. income taxation of U.S. companies and individuals in
Puerto Rico are discussed at 2.05.
2.02 Classification of Taxpayers
The main classes of income taxpayers are:
(a) Individuals (Chapter 11)
(b) Corporations and partnerships (Chapter 10)
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A self-employed person's net profit or loss from a solely owned
trade or business (including a profession, vocation, farming, ranching, or other independent occupation) is combined with any other
income, and is taxable at individual income tax rates (4.01), rather
than at the tax rates applicable to corporations and partnerships
(4.02).
2.03 Inclusive Concept of Income Taxation
Resident individuals and domestic corporations and partnerships
are taxable on their worldwide income. A resident foreign corporation or partnership is taxable on income from sources within
Puerto Rico and, to the extent it is attributable to the Puerto Rican
establishment, on income from sources outside Puerto Rico. As
in the U.S., schedules are used to group various categories of income
and deductions in a single income tax return.
Nonresident individuals and foreign corporations and partnerships
not engaged in trade or business in Puerto Rico are subject to
income taxation in Puerto Rico only on their income from sources
within Puerto Rico.
Income from Sources Within Puerto Rico. Detailed rules are provided for determining when income is derived from sources within
Puerto Rico. These are similar to U.S. rules for determining
when income is from U.S. sources. Some of the Puerto Rican rules
are discussed below.
Income from the purchase and sale of personal property is considered
to be derived entirely from the country in which the property
is sold, which ordinarily means the place where the property is
marketed. If, however, personal property is produced by the taxpayer
in Puerto Rico and sold elsewhere, or if personal property is
produced by the taxpayer elsewhere and sold within Puerto Rico,
the income is treated as being from sources partly within and partly
outside Puerto Rico. Gain on sales of real property is deemed
to be derived in the country in which the real property is located.
Also included as income from sources within Puerto Rico are
rentals and royalties from property located in Puerto Rico.
Interest paid by Puerto Rican residents, corporate or otherwise, is
considered income from sources within Puerto Rico, with exceptions (6.02).
Dividends and profits from domestic corporations and partnerships
are deemed to be Puerto Rican-source income, except when
received from corporations and partnerships that have derived
less than 20% of their gross income from sources within Puerto

6
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Rico during the base period, usually the three preceding taxable
years. Dividends and profit distributions from foreign corporations
and partnerships are considered to be income from Puerto Rican
sources if 20% or more of the foreign organization's gross income
is derived from sources within Puerto Rico. The taxable amount
in this case, however, is limited by the ratio which the foreign corporation's or partnership's gross income from Puerto Rican sources
bears to its total gross income.
2.04 Tax Year and Base Period
Taxable income is computed and an income tax return is filed on
the basis of a taxpayer's taxable year. The income year, the
base period, and the taxable year ordinarily are the same.
A taxable year generally means a calendar year beginning January 1
and ending December 31. It can also mean a fiscal year, which is
an accounting period of 12 months beginning in one calendar
year and ending in the next calendar year on the last day of any month
other than December. A fiscal year may also be an accounting
period known as 52-53-week year (one that ends on the same day
of the week, either on whatever date this same day of the week
last occurs in a calendar month or on whatever date this same day of
the week falls nearest to the last day of the calendar month).
As a general rule, the calendar year is the taxable year unless
(a) the taxpayer adopts a fiscal year when first subject to income
taxation or obtains permission for a change from a calendar year to
a fiscal year and (b) the taxpayer's books are kept on the basis of
a fiscal year. A taxpayer's fiscal year has no relationship to the
government's fiscal year.
A taxable year may not exceed a period of more than 12 months,
except when occasioned by a 52-53-week fiscal year. However a
taxable year may be less than 12 months if the taxpayer is in
existence for less than a year (a tax return for a fractional year) or
if, when permitted, the taxpayer changes from one taxable year
to another (a tax return for a short period).
2.05 United States Income Taxation in Puerto Rico
Individuals. The United States Internal Revenue Code contains a
number of special provisions dealing with U.S. citizens who are
residents of Puerto Rico. There are also special provisions dealing
with aliens resident in Puerto Rico, as distinguished from nonresident aliens generally. The principal variations in treatment for
U.S. tax purposes, as well as the dovetailing of U.S. and Puerto
Rican tax provisions, are discussed in the following paragraphs.
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U.S. citizens who are not residents of Puerto Rico are subject to
U.S. tax generally on income from all sources, including sources
within Puerto Rico. However, U.S. citizens who are considered
residents of Puerto Rico, as explained below, are subject to U.S.
income tax only on income received from sources outside
Puerto Rico and on salaries received as employees of the U.S. government (and then only if such income exceeds the personal
exemptions). This applies to aliens in Puerto Rico as well as to
U.S. ctitizens.
Although an individual in Puerto Rico may be considered a resident
of Puerto Rico for a taxable year for the purpose of the Puerto
Rican income tax, at the same time he may be considered a resident
of the United States. To be relieved of his U.S. tax liability on
income from sources within Puerto Rico, he must be a bona fide
resident of Puerto Rico for the entire taxable year. Thus, a
calendar-year taxpayer may live in Puerto Rico for more than 365
days, but if he leaves the Island without completing a calendar
year of residence, no part of his income from sources within Puerto
Rico is exempt from U.S. income tax.
An individual U.S. citizen who changes his residence from Puerto
Rico to the U.S. and who did not complete two years of residence in
Puerto Rico is subject to U .S. income tax on the income derived
from Puerto Rican sources during that part of the last taxable year
in which he resided in Puerto Rico.
An alien individual who is a bona fide resident of Puerto Rico during
the entire taxable year is taxable by the U.S. at the regular rates
applied to U.S. residents on income from non-Puerto Rican sources.
The taxpayer will pay the Puerto Rican income tax on such income
at regular rates, and the U .S. tax is allowed as a credit, subject to the
limitations explained at 12.02.
Corporations. A U.S. corporation may operate through a branch in
Puerto Rico. The U.S. corporation includes the branch profit in
U.S. taxable income and claims a foreign tax credit in its U.S. income
tax return for the Puerto Rican income tax on the branch profit.
The branch is taxable in Puerto Rico as a resident foreign corporation (10.01) and, as such, the branch is also subject to the Puerto
Rican tax on the unreasonable accumulation of earnings and profits
(10.02). The branch profit, however, is not subject to Puerto
Rican withholding tax when paid or credited to the U.S. corporation.
In determining taxable income, Puerto Rico allows a tax deduction,
but not a tax credit, for a formula-computed amount of U.S.
income tax paid on the branch profit by the U.S. corporation.

8

Deloitte Haskins & Sells

Puerto Rico

U.S. corporations not engaged in trade or business in Puerto Rico
may operate there through subsidiary corporations and partnerships
organized in Puerto Rico. These are taxed as domestic corporations
and partnerships (10.01), and are also subject to the tax on
unreasonable accumulation of earnings and profits (10.02). Puerto
Rico withholds income tax when dividends and profit distributions
are paid by these subsidiaries to the U.S. parent corporation
(6.02). The U.S. shareholder is allowed a foreign tax credit in the
U.S. for the Puerto Rican income tax withheld. Dividends and
profit distributions received from Puerto Rican subsidiary corporations and partnerships do not qualify for the 85% dividendsreceived deduction allowed to a U.S. corporation in its U.S. income
tax return.
Section 936 (Possessions) Corporations. A U.S. corporation may
elect favorable U.S. income tax treatment as a "possessions
corporation" if it derives a certain percentage of its income from
sources within Puerto Rico. Specifically, under Section 936 of
the Internal Revenue Code, a possessions corporation is allowed a
"possession tax credit," which is attributable to its operations
in Puerto Rico, regardless of whether any tax is actually paid to the
Commonwealth of Puerto Rico.
The possession tax credit is that portion of the U.S. tax attributable
to the taxable income derived from the active conduct of a trade
or business in Puerto Rico and from "qualified investment income."
Qualified investment income is the gross income derived from
investments in Puerto Rico of funds generated from the active
conduct of a trade or business in Puerto Rico. The tax credit is
computed as follows:
P.R. taxable income
Taxable income

X U.S. tax = Possession tax credit

The effect of the possession tax credit is to exempt from tax any
income derived from the active conduct of a trade or business,
and from qualified investment, in the same possession.
A U.S. corporation qualifies for the possession tax credit by meeting
two conditions:
• At least 80% of its gross income is derived from sources within
Puerto Rico.
• At least 50% of its gross income is derived from the active conduct
of a trade or business within Puerto Rico.
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Since Puerto Rican-source income qualifies for the possession
tax credit, any foreign taxes paid on such income, with certain
exceptions, do not qualify as a foreign tax under Section 901 of the
U.S. Internal Revenue Code. Thus, the possibility of a double tax
credit against U.S. taxes is avoided. The possession tax credit is
not creditable against the U.S. minimum tax, accumulated
earnings tax, personal holding company tax, and taxes on recoveries
of prior losses from war and foreign expropriation. The U.S.
Internal Revenue Code has other provisions that restrict tax benefits
on losses incurred by possessions corporations. These are:
• The election to be treated as a possessions corporation, and to
claim the possession tax credit, is irrevocable for 10 years.
• A possessions corporation cannot be included in the consolidated
tax return of its parent company while the election is in effect.
• The provisions for recapture of overall foreign losses apply to
possessions corporations.
Dividends paid by possessions corporations qualify for the
corporate 85% or 100% dividend deduction, and for the individual
dividend exclusion of $100.
The U.S. gross income of a possessions corporation must include
all amounts received in the U.S., even though not derived from
sources within the U.S. Under certain conditions, a possessions
corporation that is a subsidiary of a U.S. corporation may be
liquidated into the parent corporation without imposition of U.S.
income tax.
In accordance with a similar 80%-50% U.S. rule, a Puerto Rican
corporation may be exempt from classification under the U.S. tax
law as a "controlled foreign corporation." If the corporation
qualifies, its earnings will not be taxed to U.S. shareholders under
the "tax haven" provisions of the U.S. Internal Revenue Code.
This exemption applies only if the corporation is engaged in manufacturing, processing, mineral extraction, fishing, hotel operations,
etc., as set forth in the U.S. Code.

10
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Industrial Tax
Exemption Programs
3.01 General
The Commonwealth has adopted a broad program of incentives
to stimulate the establishment and growth of manufacturing and
other enterprises in Puerto Rico. The government offers direct
technical and financial aid and grants certain exemptions from the
major taxes. The exemptions are granted to firms that meet
prescribed conditions and to qualified shareholders or partners
receiving distributions from exempt earnings (industrial development income). The leasing of property for exempt operations
may result in exemption. The exemptions may include income tax;
real and personal property taxes; as well as license fees and
municipal taxes.
3.02 Industrial Incentive Act of 1978
On June 2, 1978, the governor of Puerto Rico signed a new
Industrial Incentive Act. Any application for tax exemption filed
after June 2, 1978 will be subject to the provisions set forth
under the new act. Grants extended under the Industrial Incentive
Act of 1963 will not be affected in any way as a result of the
1978 Act.
Exemption is available to manufacturing businesses of either
(1) "designated articles," such as those listed in Appendix A, or
(2) products not produced on a commercial scale in Puerto Rico
on or before January 2, 1947.
However, the governor of Puerto Rico, at his discretion, may
grant tax exemption for any product which was produced on a
commercial scale before January 1, 1947 if such product was
not produced in Puerto Rico, on a commercial scale, for two calendar
years immediately preceding the date the application for exemption is filed.
The Paradores Puertorriqueños, or Puerto Rican Inns, qualify for
tax exemption. However, tourist hotels are no longer eligible for
exemption under the 1978 Act, except for tourist hotels which had
ceased operations prior to January 1, 1978 and tourist hotels
under construction on January 1, 1978.
Integrated Expansions. Generally, the exemption is only allowed
for a separate industrial unit. However, if an expansion takes
place that is interrelated and integrated with the existing exempt
business unit, the expansion can secure a separate exemption as
if it were a separate unit even if common facilities are shared with
the original unit. The income tax and the municipal license
tax exemptions are applicable only to the income and sales
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volume obtained as a result of the increased production. The property tax exemption is limited to the real or personal property
acquired and used in the integrated expansion.
Property Leased to Tax-Exempt Business. Real property (including
land and any improvements constructed after February 14, 1949),
as well as machinery and equipment leased to an exempt business
and used by the lessee in its tax-exempt operations, also qualify
for exemption. The exemption applies to income tax on the rental
income, property tax, and municipal taxes. The exemption
is not automatically available solely by reason of the property being
rented to an exempt industry; the exemption must be applied
for. The exemption period for income tax and municipal taxes
ordinarily begins at the time it is leased to a tax-exempt business.
The exemption may be interrupted for any period during which
the property is not leased to an exempt business.
Periods and Percentages of Exemption. The exemption period
varies depending on the location of the business (Appendix C):
Designated Zones

Exemption Period

I.

High industrial development

10 years

II.

Intermediate industrial development

15 years

III.

Low industrial development

20 years

IV.

Adjacent Commonwealth Islands of
Vieques and Culebras

25 years

The partial tax exemption is divided into periods of five years.
The following chart reflects the varying percentage of exemption:
Years of
Exemption

Income and
Property Taxes

Municipal
License Tax

1-5

90

100

6-10

75

100

11-15

65

100

16-20

55

100

21-25

50

100

(%)

(%)

Notwithstanding the preceding, all patents, trademarks, and other
intangible assets used in an exempt business are exempt from
property taxes.
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The income tax rates prevailing at the time the governor signs the
tax exemption decree will be in effect throughout the period
of exemption.
Exempt Interest. Interest earned from investment of funds generated
by the so-called "Section 2(j) investments" are 100% tax exempt.
The Section 2(j) investments include obligations of the Commonwealth of Puerto Rico, loans to exempt business, mortgage
loans to construct and/or acquire housing in Puerto Rico, qualified
deposits with banking institutions in Puerto Rico and certain
other qualified investments. Under the 1963 Act, this exemption
was available only to an exempt business if its majority interest
was owned, directly or indirectly, by foreign corporations and/or
nonresidents of Puerto Rico. This requirement was not included
in the 1978 Act.
Additional Incentives for Manufacturing Businesses. An exempt
manufacturing business may elect one of the following incentives:
(a) A special deduction equal to 5% of the annual production
payroll. This deduction is limited to 50% of the industrial development income and is deducted before applying the taxable
percentage, or
(b) To exclude the first $100,000 of industrial development income,
before applying the taxable percentage. This exclusion is only
available to companies with less than $500,000 of industrial
development income. Members of a controlled group are allowed
only one $100,000 exclusion, which may be prorated among
them, as desired.
In addition, the first $100,000 of personal and/or real property
of an exempt manufacturing business is fully exempt from
property taxes.
Net Operating Losses. The following special rules apply to the net
operating losses of an exempt business:
(1) Losses incurred prior to the commencement of the exemption
can be carried over against taxable income of succeeding years,
but they may not be used against the taxable portion of industrial
development income.
(2) The taxable portion of losses incurred during the tax exemption
period can be used only against the taxable portion of future
industrial development income. Any net operating loss carryovers
remaining at the expiration of the tax exemption period may be
carried over against future taxable income, provided the deduction
does not extend over a period of more than five years.
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Postponement of Commencement of Exemption. A business that
expects operating losses during the initial years of its tax exemption
period should consider the advisability of electing to delay for
two years the start of its tax exemption. This election must be exercised before the end of the first year of exemption. The
election is revocable at any time during the two-year period by
filing a notice with the Secretary of the Treasury, the Economic
Development Administrator, and the Director of Industrial Tax
Exemption Office. The notice of revocation may be filed at any
time before the income tax return is due (excluding extensions)
for the year within which the termination is desired. Any date
within that taxable year may be selected as the exemption starting
date.
Additional Period of Exemption. An additional 10-year period of
exemption, after the expiration of the original tax exemption period,
might be available for manufacturing businesses and hotels.
This additional 10-year exemption period is not guaranteed and
will be available only if the provision is not removed before it is
requested. The request for the additional ten years of exemption
must be filed within the 12-month period ending on the expiration
date of the tax exemption grant.
The percentage of income tax exemption applicable during the
additional ten years will be as follows:
Zone

1-5
Years (%)

6-10
Years (%)

I.

High industrial development

50

35

II.

Intermediate industrial development

50

40

III.

Low industrial development

50

45

IV.

Islands of Vieques and Culebra

50

50

The property tax and municipal tax exemption will be 50%
throughout the additional ten years.
Service Industries. The 1978 Act also provides partial tax exemption to certain designated services (Appendix B). The governor,
at his discretion, may designate additional service units that would
qualify for exemption subject to ratification by the legislature of
Puerto Rico.
The tax exemption for service industries is limited to 50% as to
income taxes and property taxes, but they are 100% exempt from
municipal license taxes. The period of exemption varies depending on the zone where the business is located.
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Zone

Exemption Period

High development

10 years

Intermediate development

15 years

Low development

15

years

Vieques and Culebra

20 years

A designated service industry must meet the following conditions
to enjoy the benefits described above:
(1) The services are not utilized, directly or indirectly, in Puerto Rico.
(2) Eighty percent or more of the employees are residents of
Puerto Rico and work at least 20 hours per week.
(3) Eighty percent of the invoice value is from sources within
Puerto Rico.
The service units may request an additional five-year exemption
as follows:

Zone

Percentage of Exemption
Property and
Income
Municipal
Taxes
License Taxes

(%)

(%)

High development

35

50

Intermediate development

40

50

Low development

45

50

Vieques and Culebra

50

50

Scientific, Education, and Recreational Facilities. The same
benefits and exemptions provided for service industries apply
to scientific, educational, and recreational facilities, if the governor
determines that such operation is necessary and convenient
for the development of tourism in Puerto Rico.
Dividend and Liquidating Distributions—In General. One of the
main features of the 1978 Act is the introduction of partial tax
exemption. Following this policy, the distributions of industrial
development income (IDI) are generally subject to tax in various
forms and percentages depending on the classification and status of
the shareholder as well as on the investment and timing of the
IDI distributions.
The rules dealing with this area have become quite complex in
recent years and, consequently, every exempt business must plan
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carefully to obtain the lowest tax possible compatible with its
cash needs and investment policy. In addition, there are various
election requirements and information returns that must be
complied with. Generally, the taxes imposed on distributions must be
withheld by the exempt business and remitted to the Secretary
of the Treasury. Similar to the 1963 Act, the distributions of IDI
received by an investor corporation or partnership retain their
identity and privileges when subsequently distributed to its shareholders. The following paragraphs will summarize the main
provisions dealing with the taxation of distributions.
Distributions to Resident Individuals and Domestic Corporations.
Generally, distributions to residents and domestic corporations
are exempt from tax in the same percentage the IDI was exempt from
income taxes for the particular year from which the distribution
is designated. However, this exemption is conditioned to the fiveyear investment of IDI and timing of distributions discussed
below. Also, see Alternative Tax on Dividend Distributions, discussed
subsequently.
In the case of liquidations prior to the expiration of the grant, no
tax is imposed on the accumulated IDI or on the appreciation
of property devoted to industrial development if the exempt business
meets the five-year investment requirements discussed below.
However, on liquidations after the expiration of the grant, the
appreciation on such property would be subject to tax, and it appears
that the accumulated IDI may be distributed tax free without the
five-year investment requirement.
Dividends to Nonresident Individuals. Generally, the dividends and
liquidating distributions paid to nonresident individuals are exempt
from tax in the same manner and subject to the same requirements
applicable to dividends and liquidating distributions paid to
residents of Puerto Rico, as discussed above. However, the nonresident individual must demonstrate to the satisfaction of
the Secretary of the Treasury that he is not subject to tax on such
distribution in any other jurisdiction or that he is not allowed a
credit or a deduction for the Puerto Rico tollgate tax on such distribution. The tollgate tax applicable to the taxable portion of
the distribution is 29% in the case of nonresident aliens and 20% in
the case of nonresident United States citizens. Also, see Alternative
Tax on Dividend Distributions, discussed subsequently.
Distributions to Foreign Corporations and Partnerships. Dividends
paid to foreign corporations and partnerships are subject to a 10%
tollgate tax whether they are residents or nonresidents of Puerto
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Rico. The tollgate tax may be reduced in accordance with Act No. 122
of June 27, 1977, explained at 3.03.
In addition, a 50% credit is allowed against the tollgate tax when
the exempt business invests a portion of its IDI in certain specified
investments for five years and when distributions are made
within a prescribed period, as described below. However, the 50%
credit can only be used to the extent the sum of the income taxes
and tollgate taxes is not reduced below 5% of industrial development income before such taxes.
The distribution of IDI to a foreign corporation or partnership
in the complete liquidation of an exempt business is subject to
a 4% tollgate tax, provided the exempt business complied with
the five-year investment requirements mentioned above. If said
investment provisions were not met, the accumulated IDI can be
distributed as a dividend subject to a maximum tollgate tax of 10%.
The appreciation on the property devoted to industrial development
would be exempt only if the liquidation takes place prior to the
expiration of the exemption and if the five-year investment requirement is met.
Requirements for IDI Investment and Timing of Distributions.
Certain exemptions, credits, and other benefits provided by the
1978 Act, such as the tax-exempt treatment of dividends and
liquidating distributions paid to resident individuals and domestic
corporations as well as the 50% credit from tollgate taxes
mentioned above, are subject to the following:
(1) Five-Year

Investment

Requirement.

Fifty percent of the IDI

earned each year must be invested for a fixed term of five years
or more in: (a) Section 2(j) investments, (b) the acquisition of property to be devoted to industrial development, or (c) the payment
of principal on debt incurred for the acquisition of property devoted
to industrial development. The investment must be made no later
than 90 days after the filing of the income tax return for that year.
(2) Timing

of Distributions

Requirement.

The remaining 5 0 % , after

the above required investment, may be distributed over a period
of five years, but no more than 10% will become available for distribution in each year. The 50% invested for five years in (1),
above, may be distributed at any time after such period.
Regulatory Board for Exempt Distributions. The 1978 Act, as
amended, created a Special Regulatory Board for Exempt Distributions which is composed of the Secretary of the Treasury, the
President of the Government Development Bank and the Economic
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Development Administrator. This Board may authorize dividend distributions of IDI in excess of 10%, but not more than 50% of the
total IDI for a given year; in which case said distributions would
qualify for the 50% credit against tollgate taxes.
The Board should prescribe regulations to implement this accelerated repatriation. Moreover, any determination by the Board will
be applicable to all exempt businesses.
Alternative Tax on Dividend Distributions. The 1978 Act introduced a new alternative tax on dividend distributions, which is
available to all shareholders of an exempt business. A dividend
distribution may be treated at the option of the exempt business
as a distribution of "capital assets of industrial development," in
which case a 10% tax will be withheld from the distribution.
The 10% alternative tax can be reduced as follows:
(1) To the lower tax rates and by the exemptions provided by
Act 122 of June 27, 1977 (3.03) and
(2) Reduced further by the 50% credit allowed upon compliance with
certain investment and distribution requirements, as discussed above.
Sale or Exchange of Stock in an Exempt Business. Gains or losses
are not recognized from the sale or exchange of stock in an exempt
business after the commencement of operations and before
the expiration of the grant, provided the seller is not required to pay
any tax on such gain in any jurisdiction outside of Puerto Rico.
If sold or exchanged after the expiration of the grant, no tax is
imposed on the gain attributable to accumulated exempt profits.
3.03 Industrial Incentive Act of 1963
The most important feature of the Industrial Incentive Act of 1963
(1963 Act) was the 100% tax exemption from income, property,
and municipal taxes. This total exemption as well as other provisions
of the 1963 Act were not changed by the 1978 Act. Accordingly,
grants issued under the 1963 Act will continue to enjoy the benefits under such Act until the expiration of its term. However,
grants under the 1963 Act may be converted to the 1978 Act (3.04).
Eligible industries under the 1963 Act were basically the same
as those eligible under the new 1978 Act. However, tourist hotels
and commercial hotels which were eligible for tax exemption
under the 1963 Act are no longer eligible under the 1978 Act (3.02).
An exempt business under the 1963 Act may double the remaining
exemption period if it elects to reduce its tax exemption to 60%,
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70%, or 80% for the remaining period of exemption. Under this
election, the tax exemption during the additional exemption period
will then be 80%, 60%, or 40%, respectively. This election can
be made at any time within an original grant period and begins with
the year in which the election is made. As an example, a 100%
exempt business with five years of its original exemption period
remaining can elect to be taxed on 40% of its income for the five
remaining years in exchange for a five-year extension of its exemption during which period it will be taxed on 20% of its income.
The industrial tax exemption program generally intends that a
designated product is to be manufactured entirely within Puerto
Rico. If, however, to meet foreign competition a product is only
partially produced in Puerto Rico, the exemption is reduced and
allowed (a) only with respect to the portion of the production
within Puerto Rico and (b) only if a specified percentage of the total
labor cost is incurred in Puerto Rico. Moreover, if, for any year,
the local labor-cost content is less than 40% of the total labor cost
of the product, the industrial exemption is lost for that year.
Exempt Interest. Interest earned from the investment of funds generated by exempt operations may also be exempt (as industrial
development income), if the following conditions are met:
(1) Funds are invested in the so-called Section 2(j) investments
which include obligations of the Commonwealth of Puerto Rico,
loans to exempt business, mortgage loans to construct and/or
acquire housing in Puerto Rico, qualified deposits with banking
institutions in Puerto Rico, and certain other qualified investments.
(2) The majority interest in the exempt business is owned,
directly or indirectly, by foreign corporations and/or nonresidents
of Puerto Rico.
Net Operating Loss Carryover. An extended loss carryover period
applies when exempt operations result in a loss. Specifically, the net
operating loss (8.08) may be carried over for a maximum of five
taxable years following the expiration of the tax exemption period.
A business that expects operating losses during the first years of
its tax exemption period should consider the advisability of electing
to delay for up to four years the start of its tax exemption. This
election must be exercised before the end of the first year of
exemption for an initial period of two years. Within these two years,
another election can be made for two additional years. The elections are revocable at any time during the four-year period by filing
a notice with the Secretary of the Treasury, the Economic
Development Administrator, and the Director of the Industrial Tax
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Exemption Office. The notice of revocation may be filed at any
time before the income tax return is due for the year within which
the termination is desired. Any date within that taxable year may
be selected as the exemption starting date.
Distributions of Dividends and Profits. Distributions of dividends
and profits by corporations and partnerships that are, or have been,
tax exempt are exempt from income tax in the hands of the shareholders or partners to the extent they are paid from exempt
income. Furthermore, exempt dividends received by an investor
corporation retain their exempt identity when subsequently distributed to shareholders. Distributions are first considered as paid
from any retained earnings accumulated before the exemption
period. After such earnings have been distributed, the corporation
or partnership may elect to distribute taxable or nontaxable earnings accumulated within or after the tax-exempt period.
The exemption will apply only if the shareholder or partner falls
within one of the categories enumerated below. The purpose of this
limitation is to disallow the exemption if it would merely
increase the tax that the shareholder or partner would pay to foreign
countries, and to exclude U.S. residents who are subject to a
"tollgate" tax. The exemption applies only to distributions to:
• Individual residents of Puerto Rico
• Corporations and partnerships organized in Puerto Rico
• Nonresidents (other than individuals) of Puerto Rico or the
U .S. that are not required to pay tax to any jurisdiction on income
from Puerto Rican sources
• Nonresident individuals who are not required to pay a tax to any
jurisdiction on income from Puerto Rican sources
• Nonresidents (other than individuals) of Puerto Rico or the U .S.
that are subject to tax in another jurisdiction on income from
Puerto Rican sources, but which are not entitled either to a credit
against such tax or a deduction for the Puerto Rican tax. In
this case, the exemption is limited to that part of the Puerto Rican
tax which cannot be credited or deducted in the other jurisdiction.
Dividends and partnership profits paid to nonresident shareholders
or partners are not exempt from withholding. These taxpayers
must file returns to recover the withheld tax. Translations of the
pertinent laws and other information indicating that the exemption
is appropriate must be submitted with the return.
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Tollgate Tax on Distributions to United States Corporations.
Dividends from exempt income (industrial development income)
are generally subject to 10% income tax withholding at source, if
paid to a United States nonresident corporation or partnership.
Such dividends are fully taxable to foreign and United States corporations and partnerships doing business in Puerto Rico. However,
a foreign corporation or partnership doing business in Puerto Rico
can benefit from the 85% dividends-received deduction (7.04),
which lowers the effective tax rate on the total dividend distribution
from 3.3% to 6.75%, depending on the recipient's tax bracket.
Tollgate Tax Reductions. The 10% withholding tax on dividends
paid to nonresident foreign corporations and partnerships may
be reduced to 7%, if the exempt business invests a required portion
of its IDI in Puerto Rico for more than eight years. Eligible
investments include working capital, bank deposits. Section
2(j) investments, government obligations, etc.
Furthermore, dividends paid from the principal invested for more
than eight years in obligations of the Commonwealth of Puerto
Rico, its instrumentalities or political subdivisions and in certain
mortgage securities are: (1) totally exempt when paid to nonresident foreign corporations or partnerships, and (2) eligible for
a special 100% dividend-received deduction when paid to
resident foreign corporations and partnerships. The interest derived
from such investments is not subject to tax when distributed to
shareholders of exempt businesses.
In addition, a nonresident foreign corporation or partnership can
reduce further the tollgate tax on dividends by a special investment
credit. The credit is equal to 3% of qualifying investments made by
its subsidiary in the acquisition, construction, and extension of
buildings and other structures used in manufacturing.
Liquidations. Generally, the complete liquidation of an exempt
business prior to the tax exemption termination date is tax exempt
if more than 80% of all classes of its stock is owned by a domestic
or foreign corporation. If the liquidation takes place after the
exemption termination date, a sum equal to the accumulated IDI as of
the date of liquidation may be treated as a dividend distribution
of IDI. The 80% requirement is waived in the case of exempt
joint ventures formed by two or more corporations or partnerships.
In the case of liquidations not covered in the preceding paragraph,
the income derived from the liquidation would be exempt to the
extent that a dividend would have been exempt to the recipient.
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Any portion of the income from the liquidation which does not
qualify for exemption would be treated as a profit from the sale
of a capital asset.
Gain from Sale of Shares. No tax is imposed on the gain from the
sale or exchange of shares in an exempt corporation or partnership
if the shares are sold or exchanged on or before the date the tax
exemption grant expires. If sold or exchanged after this date, no tax
is imposed on the gain attributable to accumulated exempt profits.
3.04 Option for Conversion to the 1978 Act
The 1978 Act provides that any manufacturing business or tourist
hotel with a grant in effect on January 1, 1978 under the 1963 Act
may request to convert to the new act. The application must be
filed with the Office of Industrial Tax Exemption on or before
December 31, 1979. In addition, grants issued under the 1963
Act after January 1, 1978 may be converted to the 1978 Act. In this
case, the application must be filed on December 31, 1979 or six
months after the governor signs the grant, whichever is later. Two
conversion options are available.
Option No. 1. Basically, this option entails a reduction from a 100%
income tax exemption to a partial income tax exemption (for the
remaining period of exemption under the existing grant) in exchange
for an additional 10 years of partial tax exemption after the
expiration of the existing grant.
The percentage of exemption varies depending upon the remaining
period of exemption, as follows:
If Remaining
Years of
Exemption in
the Grant
Are From

Maximum
Maximum Effective
Income Tax
Tax
Rate*
Rate (%)

Applicable Percentage
During Remaining
Period
Exempt
Taxable

(%)

(%)

0- 4

73.3

26.7

X

45

4- 8

77.7

22.3

X

45

12.0
=

10.0

8-12

85.5

14.5

X

45

6.5

12-16

90.0

10.0

X

45

4.5

16-20

91.0

9.0

X

45

3.0

*See Rate Tables.
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If a conversion election is made under this first option, the company
will be entitled to an additional ten years of partial tax exemption.
The percentage of exemption for the additional ten-year period
depends on the industrial zone in which the business is located
(Appendix C), as follows:

Zone Where Exempted
Business Is Located

Maximum
Percent of Exemption
Effective
for Additional
Income Tax
Ten-Year Period
Rate*
6-10
6-10
1-5
1-5
years
years
years years

(%)

(%)

(%)

(%)

High development

50

35

22.5

29.25

Intermediate development

50

40

22.5

27.00

Low development

50

45

22.5

24.75

Vieques and Culebras

50

50

22.5

22.50

Option No. 2. The second option for conversion is available to
companies which have more than six years remaining in their
existing grant. The existing 100% income tax exemption would be
reduced to 90% for the years remaining under the existing grant.
Assuming a corporate tax rate of 45%, the maximum effective
income tax rate would be 4.5% (10% X 45%).
The additional ten-year partial exemption, discussed under Option
No. 1, will be available only if the law would still provide for such an
extension at the time the existing grant expires. In other words, there
is no guarantee that an exempted business which elects to convert
will receive an additional ten years of partial tax exemption.
This second option provides for a special tax credit. Two-thirds
of the income taxes paid on the taxable portion of the industrial
development income may be credited against future tollgate taxes
on dividends or on liquidation. Consequently, the maximum
effective income tax rate may be reduced from 4.5% to 1.5%.
assuming two-thirds of the tax is credited against tollgate taxes.
The basic differences between these two options are as follows:
• The maximum effective tax rate on the first option ranges from 3%
to 12%, while the second option is fixed at 4.5%.
• The second option provides a tollgate tax credit for income taxes
paid which may reduce the effective tax rate to a maximum of 1.5%.
This credit is not available under the first option.
' S e e Rate Tables.
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• Under the first option, there is a vested right to an additional
ten years of partial tax exemption, whereas under the second
option said extension is contingent.
• The second option requires a minimum of six years remaining
in the existing grant.
Fixed Income Tax Rates. The prevailing income tax rates existing
at the time the governor signs the tax-exemption conversion decree
and the additional ten-year tax-exemption decree shall be in
effect throughout the remaining period of exemption and throughout the additional ten-year exemption period, respectively.
Property Tax and Municipal License Tax. Conversion under
either the first or second option will not affect the property and
municipal license tax exemption presently enjoyed under the grant.
In addition, the first option guarantees an additional ten years of
50% tax exemption from property taxes and municipal license taxes.
Additional Provisions Applicable on Conversion. The payroll
deduction and/or the $100,000 full exemption is available to a business which elects to convert to the 1978 Act (3.02).
Reduction of Tollgate Tax. If not more than 50% of pre-1973
industrial development income (IDI) is distributed in any one year,
the tollgate tax is reduced from 10% (7%, if some investment
conditions are met) to 4%.
The 1973-1977 undistributed IDI may be distributed 10% per year
for five years at a lower tollgate tax of 4%, provided the
remaining 50% of the IDI for such period is invested in certain
qualified investments for at least five years [i .e.. Section 2(j)
investments, machinery and equipment, payment of debts to purchase equipment]. After the five-year period, this 50% can
also be distributed at a 4% tollgate tax.
The tollgate tax on post-1977 IDI distributions may be reduced
from 10% and 7% to 5% and 3.5%, respectively. To obtain this
reduction, the exempted business must invest 50% of its IDI for
a period of five years and the remaining 50% may be distributed at
10% annually over the five-year investment period. The 50% IDI
invested may be distributed after the five-year investment period.
As previously explained, conversion under the second option has
a special tax credit carryover. Two-thirds of the income tax paid may
be carried over against any future tollgate tax or tax on liquidation
for a maximum reduction of 3%.
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Credit Against Income Tax. In addition to the other benefits provided for conversion, the tollgate taxes paid after March 15, 1978
on pre-1978 IDI may be used as a credit to reduce up to 50%
of the income tax payable in future years on taxable IDI.
Liquidations. The pre-1978 nondistributed IDI is exempt from the
4% tax on liquidations. However, the 4% tax on liquidation would
be applied to the nondistributed IDI accumulated after January
1, 1978.
Limitation on Production and Employment Reductions. The
exempted business which elects to convert should not diminish
its annual production and employment by 20% or more of the
average production and employment during the three-year period
ending on the closing of the last taxable year ended prior to
the filing of the option to convert.
3.05 Export and Shipping Incentive Programs
Exporting Exemption. Business income derived from exports of
Puerto Rican products to foreign countries (other than to the U.S. and
its territories and possessions) is exempt for a ten-year period.
The exemption applies only to income taxes and is effective from
the taxable year in which the intention to use the exemption is
made known to the Secretary of the Treasury. If the taxpayer was
previously engaged in exporting, the exemption relates to the
increase in sales during any taxable year as compared with sales
during the first taxable year commencing after December 31, 1962.
Exemption for Shipping Activities. Tax exemptions apply to firms
engaged in the maritime transportation of goods between Puerto
Rico and foreign countries. The exemptions extend to businesses
using leased vessels in such transportation and the leasing of
any other property used in connection with the operations of such
vessels. The exemptions, limited to ten years, relate to income
tax, real and personal property taxes, and municipal taxes.
Distribution of Profits. Distribution of dividends and profits by
corporations and partnerships engaged in export and shipping
activities are exempt from income tax in the hands of the shareholders or partners to the extent they are paid from exempt income.
The exemption will apply only if the shareholder or partner falls
within one of the categories enumerated below. The purpose
of this limitation is to disallow the exemption if it would merely increase the tax that the shareholder or partner would pay to foreign
countries. The exemption applies only to distributions to:
• residents of Puerto Rico
• nonresidents of Puerto Rico that are not required to pay tax to
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any jurisdiction on income from Puerto Rican sources
• nonresidents of Puerto Rico that are subject to tax in another
jurisdiction on income from Puerto Rican sources, but which are
not entitled either to a credit against such tax or a deduction
for the Puerto Rican tax. In this case, the exemption is limited to
that part of the Puerto Rican tax which cannot be credited or
deducted in the other jurisdiction.
Distributions of profit by a corporation or partnership that has
exempt net income from export and shipping activities are deemed
made in the following order:
(a) Distributions are first considered to be from earnings accumulated before the receipt of the tax exemption.
(b) Distributions are next considered to be from tax-exempt
income accumulated within the period of the tax exemption.
(c) All further distributions (including liquidating distributions) are
considered to be from the most recent earnings. These distributions
are exempt to the extent that the earnings were derived from
exempt shipping activities, depending on the resident and nonresident qualifications of shareholders and partners.
(d) Gain on sales of shares is exempt to the extent attributable to
accumulated exempt profits.
Gains from liquidations are tax exempt to the extent of the undistributed exempt income from these activities, provided the recipient
meets the above requirements for an exempt-dividend distribution.
Air Carriers Exemption. Any natural or artificial person engaged as
a public carrier in air transportation service qualifies for exemption
for a period not to exceed ten years from payment of all Commonwealth local and municipal taxes on real or personal property used in
the air transportation service, including all taxes or excises on equipment or supplies. This exemption also applies to planes and related
equipment which are leased, but it does not cover any excise tax
on fuel. The request for this exemption is filed with the Director of
the Puerto Rico Ports Authority.
Hospital Facilities Exemption. Hospitals and convalescent homes
in Puerto Rico are, under specified conditions, exempt from certain
taxes for ten years. The exemption applies to income taxes on 50% of

28

Deloitte Haskins & Sells

Puerto Rico

the net income from medical-hospital services, all taxes on real and
personal property, municipal taxes, and excise taxes on equipment
and on other assets designed for medical services. In addition, obligations issued by exempted hospitals and convalescent homes (and
50% of the interest received on such obligations) are exempt from any
tax, provided the funds raised through such obligations are used for
the construction or enlargement of these facilities.
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Income Tax Rates
4.01 Individuals
The income tax rates for resident individuals and for U.S. citizens
who are not residents of Puerto Rico are presented in the Rate
Tables. The rates applicable to nonresident individuals who are not
U.S. citizens are given at 11.04. See 7.05 for the special treatment
of capital gains. Income averaging is available under provisions
similar to those in the United States (11.01).
4.02 Corporations and Partnerships
Domestic Corporations and Partnerships. Corporations and partner
ships organized and created under the laws of the Commonwealth
of Puerto Rico are subject to a flat 22% normal tax on normal-tax
net income as well as a graduated tax on surtax net income, as
shown in the Rate Tables. The surtaxes rates are 9% on the first
$75,000 of surtax net income and graduated rates of 19% to 23% on
the remainder. Normal-tax net income and surtax net income are
defined at 10.01. The alternative income tax rate for capital gains
is discussed at 7.05.
The tax on unreasonable accumulation of earnings and profits is
explained at 10.02.
Resident Foreign Corporations and Partnerships. Foreign corporations and partnerships engaged in trade or business within Puerto
Rico are deemed resident with respect to their Puerto Rican operations, and are subject to tax at the same rates as domestic corporations and partnerships.
Nonresident Foreign Corporations and Partnerships. If foreign
corporations and partnerships are not engaged in trade or business
within Puerto Rico, they are classed as nonresident and are ordinarily taxed at the rate of 29% of gross income from sources within
Puerto Rico. Dividends and distributions of partnership profits are
taxed at 25%, but this tax rate is reduced to 10% on dividends and
partnership profits distributed out of the nonexempt portion of net
income from manufacturing, hotel, shipping, and exporting operations. For distributions from exempt income, see Chapter 3.
The 29% tax rate is also imposed on the amount of net capital gains
realized by nonresident entities from sources within Puerto Rico.
Payments to nonresident foreign corporations and partnerships are
subject to withholding of tax at the source, as discussed at 6.02.
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Returns, Assessments, and
Payment of Tax
5.01 Returns and Assessments
Self-Assessment. Basically, taxation is by self-assessment. The
taxpayers must file income tax returns and compute their income tax
liability for the taxable year (2.04).
Individuals. The following individuals residing in Puerto Rico
must file individual income tax returns:
(a) Single individuals or married individuals not living with spouse,
if gross income for the taxable year exceeds $800; and
(b) Married couples living together, if combined gross income for
the taxable year exceeds $2,000. A married couple must report
income of both spouses in one return.
U .S. citizens who are nonresidents of Puerto Rico must file Puerto
Rican individual income tax returns if their gross income from
sources within Puerto Rico exceeds the amounts listed above and if
the tax on such income has not been fully paid at the source.
The income tax returns of resident individuals and nonresident U .S.
citizens are due by the 15th day of the fourth month following the
close of the taxable year (April 15 for a calendar year).
A nonresident alien must file a return of his total income from all
sources within Puerto Rico, regardless of amount, unless the tax on
that income has been fully paid by withholding. The return must be
filed on or before the 15th day of the sixth month following the close
of the taxable year (June 15 for a calendar year).
Individuals are also required to file a declaration of their estimated
tax liability for the year, and to make advance payments of the tax
during the year, as discussed at 5.02.
Corporations and Partnerships. Every domestic corporation and
partnership and every resident foreign corporation and partnership
must file an income tax return regardless of the amount of its income
for the taxable year. A separate return is required for operations exempt from tax under the Industrial Incentives Acts and related acts.
Income tax returns of domestic corporations and partnerships and
of resident foreign corporations and partnerships must be filed
on or before the 15th day of the fourth month following the close of
the taxable year (April 15 for a calendar year). These corporations
and partnerships must also file a declaration of estimated income
tax, as discussed at 5.02.
Nonresident foreign corporations and partnerships are required to
file a return and report income received from sources within Puerto
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Rico, unless the tax was fully satisfied at the source. The income
tax return is due on or before the 15th day of the sixth month following the close of the taxable year (June 15 for a calendar year).
Extension of Time for Filing Returns. Automatic extensions are
available to file income tax returns; the extensions are for 30 days in
the case of individuals, and 90 days for corporations and partnerships. The automatic extension must be filed on or before the due
date of the return, including payment for the estimated tax due.
When, for any valid reason, an individual income tax return cannot
be filed within the 30 days of the automatic extension, a request for
an additional 60-day extension may be submitted setting forth
the reason or reasons for the request. If, in the judgment of the Secretary of the Treasury, good cause exists, the additional extension
may be granted. Except for taxpayers who are abroad, the maximum
extension is 90 days.
Assessment of Deficiencies. As a general rule, income tax deficiencies must be assessed by the Secretary of the Treasury within four
years after the return is filed. If, however, gross income has been
omitted in excess of 25% of the gross income stated in the return,
the tax may be assessed at any time within six years. In the case of a
fraudulent return with intent to evade taxes or of a failure to file a
return, the tax may be assessed at any time. The taxpayer may consent in writing to extend the limitation period under conditions
similar to those applicable in the United States.
Except where a deficiency results from mathematical errors in the
return or the Secretary considers collection of the tax to be in
jeopardy, a deficiency notice must be sent to the taxpayer in advance
of assessment. For the procedure on assessment and collection of
deficiencies, and remedies of taxpayers, see 5.03.
5.02 Payment of Tax
Income Tax. Any unpaid income tax determined in the tax return
for the year is due on the date (not including any extension) prescribed for the filing of the return. Individuals who are not under
obligations to file a declaration of estimated tax may elect to pay the
tax due in two equal instalments, the second instalment payable six
months after the date prescribed for the filing of the return. In the
usual case, the tax is due on the 15th day of the fourth month following the close of the year and, for nonresident aliens and nonresident foreign corporations and partnerships, on the 1 5th day of the
sixth month after the close of the year. Instalment and extended payments may be permitted under particular circumstances.
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If an individual's tax return shows an overpayment of tax, he can
indicate, in the return, whether he wants the overpayment refunded
to him or credited against the next year's tax.
A corporate taxpayer can apply an overpayment toward its next
year's estimated tax or it can claim a refund. It is the policy of the
Treasury to audit all open taxable years before corporate refunds are
issued. Therefore, it is generally preferable to apply an overpayment against next year's estimated tax.
Estimated Income Tax. Declarations of estimated tax returns are
required for resident individuals who have gross income in excess
of certain amounts and who have an estimated tax liability of more
than $200 after credits for income tax withholdings and foreign
taxes paid. The due dates for calendar-year taxpayers are April 15,
June 15, and September 15 of the taxable year, and January 15 of the
succeeding year. Amended (revised) declarations of estimated tax
may be necessary, on or before any due date, to satisfy the requirement that a sufficient amount of estimated tax be paid for the year.
As in the U.S., if the annual individual income tax return is filed
by January 15, the unpaid tax due with the return takes the place of
the fourth instalment of estimated tax.
Domestic corporations and partnerships, as well as foreign corporations and partnerships engaged in trade or business in Puerto Rico,
must file a declaration of estimated tax liability for the year and
make advance payment of the estimated tax during the year. The
declaration and one-half of the tax are due on the 15th day of the
9th month of the year. The remainder of the tax is due on the 15th
day of the 12th month. If the declaration is filed or amended after the
15th day of the 9th month, all of the unpaid estimated tax shown on
such declaration is due by the 15th day of the 12th month.
5.03 Examination of Returns
The reviewing of returns and the preparing of deficiency assessments ordinarily is done by inspectors of income taxes. Sometimes,
information from taxpayers is requested by mail, and deficiencies
are determined without field investigations. Examinations may also
be made by tax inspectors in the field. The inspectors are authorized
to discuss with a taxpayer a proposed tax deficiency, to settle a
case, and to collect by check any additional tax imposed. Assessments are subject to review, however, and investigations are not
considered closed until the review has been completed by officers
of the Bureau of Income Tax.
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If a taxpayer contests the additional tax determined by the tax inspector, the Secretary of the Treasury will mail him an official notice
of deficiency. Within 30 days after this notice is mailed, the taxpayer may file a written request with the Secretary for reconsideration of the deficiency and for an administrative hearing. If the
taxpayer fails to request reconsideration or if, after reconsideration,
the proposed deficiency is confirmed in whole or in part, a final
notice of deficiency is mailed. With this notice, the taxpayer is informed of the amount of the bond that he must file should he desire to
appeal to the Superior Court. The appeal must be filed within
30 days.
5.04 Interest and Penalties for Late Filing and Late Payment
Interest for late payment of income tax is imposed at 10% a year in
addition to the following penalties:

(%)
Payment made more than 30 days but not more than
60 days after due date or after date of notification of
a deficiency
Payment made more than 60 days after due date or
after date of notification of a deficiency

5
10

An extension granted for filing a return does not relieve the taxpayer
from the interest and penalties imposed for late payment.
If an individual fails to file a declaration or fails to pay an instalment
of estimated tax within the time prescribed, 5% of the unpaid amount
of the instalment is added, plus 1% of such unpaid amount for
each month or fraction thereof (except the first month), during
which the amount remains unpaid. The penalty does not apply if
the failure is for reasonable cause and not willful neglect. Individuals are assessed an additional 6% on the amount of any substantial underestimate of the tax (with certain exceptions).
Corporations and partnerships are liable for an addition to the tax of
6% a year on the unpaid amount of estimated tax for the period
of the underpayment (with certain exceptions).
When any part of a tax deficiency is due to negligence, but without
intent to defraud, a penalty of 5% of the deficiency is added to the
tax. The penalty and addition to the tax are 100% of the deficiency in
case of fraud.
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A delinquency penalty of 5% of the tax is imposed for each 30 days
or fraction thereof that the filing of a return is delayed beyond the
due date. The delinquent filing penalty cannot exceed 25% of the
tax. The penalty is added to and collected with the tax. If the Secretary of the Treasury determines that the delinquency was due to
reasonable cause and not to willful neglect, the addition to the tax
may be waived. The delinquent filing penalty is not applicable when
an extension has been obtained and the return is filed by such
extended due date.
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Withholding Taxes
6.01 Withholding of Income Tax on Wages
Wages Paid to Residents. The Puerto Rican system of withholding
income tax on wages is similar to that in the United States. Wages
include salaries and other forms of compensation paid to employees.
Employers are required to withhold a specified portion of amounts
paid to each employee, and the tax withheld is applied by the employee toward the discharge of his Commonwealth income tax
liability.
As in the U.S., an employer may withhold under either the percentage
or wage-bracket method. In either case, the amount withheld reflects the graduated income tax rates applicable to resident individuals and the withholding exemptions for family status, credit for
dependents, and a reasonable amount for average deductions.
Wages Paid to Nonresidents. On payments of wages to a nonresident alien, a Puerto Rican employer may, under appropriate circumstances, obtain the Secretary's consent to withhold taxes at the
regular rates applicable to resident individuals, rather than at the
rates usually applicable to nonresidents, discussed at 6.02 and listed
in the Rate Tables. When the nonresident employee is a citizen of
the U.S., the withholding table for resident employees can be used.
If the employee is a nonresident alien, the employer may estimate
the employee's wages to be paid during the taxable year and determine the proper amount of tax payable on such wages, without
taking into consideration personal exemptions and deductions. The
resulting rate (determined by dividing the amount of tax by the employee's yearly compensation) is applied to each periodic payment.
6.02 Withholding on Interest, Dividends, and Other Payments
Residents. Interest, dividends, and other payments to resident
individuals, domestic corporations and partnerships, and resident
branches of foreign corporations and partnerships are not subject to
withholding tax. Aftertax profits paid or credited by resident
branches of foreign corporations and partnerships to their offices
abroad are not subject to withholding. For withholding on wages,
salaries, and other forms of compensation paid to resident employees. see 6.01.
Nonresidents. Payments of "fixed or determinable annual or
periodic gains, profits, and income" to nonresident individuals and
to nonresident foreign corporations and partnerships from sources
within Puerto Rico (2.03) are subject to withholding tax. Payments
on which withholding is required include wages, salaries and fees for
services rendered in Puerto Rico; dividends, partnership profits.
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rents, royalties, and interest (other than interest on bank deposits,
interest on certain government tax-exempt obligations, interest on
mortgage loans secured by real property located in Puerto Rico, and
interest on certain other obligations). The withholding tax rates for
nonresidents are listed in the Rate Tables.
Income is subject to withholding tax at the rate of 20% when paid to
U.S. citizens who are not residents of Puerto Rico and 29% when
paid to nonresident aliens (neither U.S. citizens nor Puerto Rican
residents). However, tax is withheld at the rate of 25% on the gross
proceeds paid to nonresident aliens and foreign corporations for
the acquisition of real property or shares of capital stock, unless an
advance ruling is obtained that the Puerto Rican tax is properly
satisfied at the rate of 29% of the gain or that the transaction will not
result in taxable profit. Income paid to U.S. and foreign corporations not resident in Puerto Rico is ordinarily subject to a 29% withholding tax rate. The withholding rate on dividends is 25% except
that a reduced rate of 10% is applicable to dividends paid by corporations engaged in manufacturing, hotel operations, etc. A U.S.
or foreign corporation that surrenders its right to do business in
Puerto Rico is deemed to have made a distribution to its shareholders
of its accumulated earnings and profits as of that date.
Income taxes withheld are credited against the taxpayer's tax liability. An amount withheld in excess of the tax liability may be
claimed as a refund by filing a regular income tax return. See 5.01,
10.01, and 11.04 for the tax returns and tax liability of nonresident
individuals and nonresident corporations and partnerships.
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Income Subject t o Tax
7.01 The Nature of Income—Nontaxables
The law defines "gross income" in terms similar to, although somewhat more comprehensive than, those used in the U.S. Internal
Revenue Code. As in the U.S., income is gain derived from capital,
from labor, or from both combined, including profit from the sale
or exchange of capital assets.
The broad understanding of gross income developed in the U.S.
through court decisions and administrative interpretations is generally accepted by the Treasury Department of Puerto Rico, and
reference may be made to these U .S. authorities as a supplemental
guide in determining what makes up gross income in Puerto Rico.
Among the exclusions from gross income are amounts received
under a life insurance contract by reason of the death of the insured;
the assumed cost portion of annuities; federal social security benefits; certain compensation for personal injuries and sickness; and
the value of gifts and inheritances. Certain types of income are
excluded up to a specific annual maximum, such as employee pensions received from governmental retirement systems. An exclusion
is available for dividend income of industrial-exempt companies
that is paid as dividends to residents of Puerto Rico (Chapter 3).
Interest on government obligations is wholly tax exempt, and interest
on certain other obligations is partially exempt (7.03).
7.02 Business Income
The general principles for determining income from a trade or business are applicable to self-employed individuals as well as to corporations and partnerships that are organized and operated for profit,
even though certain items may be accorded particular treatment.
Broadly speaking, all income of corporations and partnerships is
business income. Within this broad concept, however, business
income must be divided into at least three categories: business income in general, dividends received, and capital gains. Dividends are
subject to a dividends-received deduction (7.04 and 10.01), and
net long-term capital gains are subject to an alternative tax computation (7.05). For an individual, business income is distinguished
from the individual's passive income, such as interest, dividends,
and capital gains.
Corporations, partnerships, and individuals who are dealers in land,
capital stock, or securities generally would realize ordinary business
income on sales or exchanges of owned land, capital stock, or
securities, rather than capital-gains income. On the other hand, if
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these assets were identified in the dealer's records as being investment assets, or were noninventoriable assets used in the trade or
business of the dealer, the gain realized on sales or exchanges of
the assets generally would qualify as capital-gains income.
7.03 Interest Income
Interest is included in gross income unless a specific exemption or
exclusion is applicable. The major exclusions are interest on obligations of the U.S. and its political subdivisions and of Puerto Rico
and its instrumentalities or political subdivisions; interest on certain mortgages and obligations insured or guaranteed by U.S.
agencies or instrumentalities issued before February 15, 1973;
interest on bonds and notes of private issuers who use the borrowed
money in the construction of buildings in Puerto Rico to be leased
to the government for use as public schools or to be leased to the
government or nonprofit organizations for use as public hospitals
and convalescent homes; and interest on qualifying long-term
industrial development loans granted by insurance companies (other
than life insurance companies). Certain types of interest are excluded from taxable gross income up to a specific annual maximum,
such as up to $5,000 of interest on securities issued by cooperatives, and up to $1,000 of interest on savings deposits with local
branches of banking institutions and cooperatives. See 3.02 and 3.03
for interest received by exempted businesses.
7.04 Dividends and Partnership Profit Distributions
Tax Treatment Generally. Corporation and partnership profits are
taxable to the stockholders and partners only when distributed to
them or unqualifiedly made subject to their demand. These distributions are taxable at the same rates as other income; no credit or
allowance is provided to compensate for the fact that the profits
were previously taxed to the distributors. Domestic corporations
and partnerships and resident foreign corporations and partnerships,
however, may deduct 85% of the amount of dividends and profit
distributions received from any domestic corporation or partnership
that is subject to taxation under the Puerto Rican Income Tax Act,
but the deduction is limited to 85% of the net income of the taxpayer. The deduction for domestic dividends and profit distributions
is increased to 100% when the recipient is a small business investment company operating in Puerto Rico under the U.S. Small Business Investment Act of 1958.
Distributions (whether in money or property) out of a corporation's
earnings and profits accumulated since February 28, 1913 are
taxable as ordinary dividends. This is also true for partnership earn-
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ings and profits, except that their earnings and profits may be
reduced by accumulations during taxable years beginning after
December 31, 1939 and ending prior to January 1, 1951, during
which years undistributed earnings and profits were taxable directly
to the partners.
A distribution in excess of the earnings and profits is considered a
capital distribution. Capital distributions merely reduce the basis
of the stock and are taxable only to the extent that they exceed basis.
In the computation of earnings and profits for such purposes, only
"current depreciation" is allowed, regardless of whether or not
"flexible depreciation" had been deducted in the income tax return
(8.02). In addition, it should be borne in mind that nontaxable
distributions, such as stock dividends, do not reduce earnings and
profits for tax purposes.
The receipt of dividends and profit distributions from corporations
and partnerships that are engaged in an exempt business under
the Industrial Incentives Acts of Puerto Rico and related acts may be
tax exempt, as explained in Chapter 3. Dividends received from
registered investment companies and real estate investment trusts
are discussed at 10.05.
Dividends Paid Other Than in Cash. Dividends paid in property must
be included in gross income at fair market value by both individual
and corporate shareholders.
A distribution made by a corporation to its shareholders in its stock,
or in rights to acquire its stock, is treated as a dividend to the
extent that it constitutes income to the shareholders within the
meaning of the Sixteenth Amendment to the United States Constitution. Under the U.S. Internal Revenue Code, a stock dividend is
taxable if its distribution changes the proportionate interest of
the stockholders, as might a distribution of common stock to common and preferred shareholders. This principle is recognized under
Puerto Rican law.
Dividend Equivalents. Certain transactions may have the effect of
dividend and profit distributions even though they are not so designated and there is no formal declaration of a dividend or distribution
of earnings. These transactions include unreasonable payments
of rent and compensation to stockholders and partners, the cancellation of stockholders' and partners' debts, any bargain sales of
property by a corporation or partnership to stockholders or partners,
and payment by corporations and partnerships of the personal
expenses of shareholders and partners. See also 10.07 as to stock
redemptions essentially equivalent to dividends.
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7.05 Capital Gains and Losses
Tax Treatment Generally. Capital assets sold or exchanged during
the year are divided into seven different classes, two short-term
and five long-term. Net gain in the short-term classes is taxed as
ordinary income. Favorable tax treatment is accorded net gain in the
long-term classes, differing in some details for individuals and for
corporations and partnerships, but in either case limiting the tax
on such capital gains. The classes are as follows:
Capital Gain
or Loss

Capital
Asset

Taxpayer

Holding
Period

Short-term

Other than
land

All

Not more than
6 months

Short-term,
Class A

Land

All

Not more than
2 years

Long-term

Other than
land

All

More than
6 months

Long-term,
Class A

Land

Corporation
—partnership

More than
2 years

Long-term,
Class B

Land

Individual

More than 2.
not more than
7 years

Long-term,
Class C

Land, other
than farmland

Individual

More than
7 years

Long-term,
Class D

Farmland

Individual
farmer

More than
7 years

A net gain or loss is determined for each class by offsetting gains
and losses within the class. The net loss in a class (other than D) is
then applied to reduce net gain in other classes. Rules specify the
order in which this is done. In any event, a net loss in Class D
(Farmland) is treated as an ordinary loss deduction and, accordingly,
is not available for offset against net gains in another class. When
net capital losses exceed net capital gains for the year, the excess
cannot be deducted from ordinary income, except that individuals
are allowed to deduct the lesser of $1,000 or net income before
capital gains and losses. An unused net capital loss for the year can
be carried forward to the succeeding five years as a short-term
capital loss.
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The liquidation of a corporation or a partnership ordinarily results in
capital gain or loss except in the case of a collapsible corporation
or partnership, as explained at 10.07. Liquidations and sales or
exchanges of shares in an exempt corporation or partnership are
discussed in Chapter 3.
Individuals. Resident individuals with a net gain in one or more of
the long-term classes are entitled to either a percentage deduction or
a specific tax limitation, whichever results in the lesser tax. The
deduction is a percentage of the net gain in each class. The remaining portions of the gains are added to other taxable income, the
tax being computed at ordinary income tax rates. Under the alternative method, a specified maximum tax rate is applied to the net
gain in each long-term class, and the taxes so arrived at are added
to the tax on other income computed at ordinary income rates
(4.01). The percentages are as follows:
Maximum
Tax Rate
(%)
25

Long-term

Percentage
Deduction Taxable
(%)
(%)
40
60

Long-term, Class B

25

75

40

Long-term, Class C

50

50

25

Long-term, Class D

60

40

25

Class

See 11.04 for taxation of a nonresident alien's capital gains,
and 6.02 for withholding of income tax on a nonresident alien
and nonresident foreign corporation.
Corporations and Partnerships. For a domestic corporation or partnership, or a resident foreign corporation or partnership, the tax
on total net long-term and net Class A long-term capital gains is
limited to 25%. The tax is the lesser of:
(a) a tax computed in the usual way on the entire taxable income,
including all capital gains, at the regular normal and surtax rates
(b) an alternative tax similarly computed on taxable income
excluding total net long-term and net Class A long-term capital gains,
plus 25% of such gains
The total net gains eligible for the alternative tax computation are
(a) the excess of the sum of long-term capital gain and Class A
long-term capital gain over the sum of the short-term loss and
Class A short-term loss; or (b) the excess of the long-term gain
over the sum of the short-term loss. Class A short-term loss, and
Class A long-term loss; or (c) the excess of Class A long-term
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gain over the short-term loss, Class A short-term loss, and longterm loss. As shown in the table listing the various classes, gains in
Class B, C, and D are not applicable to corporations and partnerships. See 6.02 for the taxation of gains realized by foreign corporations and partnerships not doing business in Puerto Rico.
Capital Assets versus Business Assets. Capital assets consist of
land and, for the most part, investment-type property and assets. The
term does not include inventory and assets held for sale to customers
in the ordinary course of trade or business, nor does it usually
include depreciable property and real property used in trade or
business. However, a special rule is provided for trade or business land (other than farming land) held more than two years and
for depreciable property and real property other than land held
more than six months. Under this rule, if the gains on sales or exchanges of such property, and from involuntary conversions
(as explained below), exceed the losses, the gains and losses are
considered as capital gains and losses, if losses exceed gains, the
gains and losses are considered ordinary gains and losses. See
7.06 for the treatment of literary, musical and artistic compositions,
and similar creative works.
Involuntary conversion is the term used for the destruction of
property in whole or in part, for theft or seizure, and requisition
or condemnation. Involuntary conversions of capital assets receive
the same treatment as involuntary conversions of property used
in the trade or business but, in either case, the property must have
been held for more than six months. Gain, however, is not recognized on an involuntary conversion if the funds received are reinvested in other property located in Puerto Rico which is similar or
related in service or use to the converted property, or if used
in constructing schools, hospitals, and convalescent homes for
lease to the government and nonprofit institutions, or if reinvested
in capital stock of industrial and hotel corporations in Puerto
Rico, or if reinvested in obligations of the Commonwealth of Puerto
Rico, its instrumentalities, or political subdivisions. Gains will be
recognized on the subsequent disposition of such properties.
Redemption of Bonds. Capital gain and loss provisions apply to
amounts received by the holder on retirement of bonds, whether or
not the bonds were purchased at a discount. Unlike the U.S. Internal
Revenue Code, the law makes no provision for the treatment of
original issue discount as interest.
7.06 Income from Rentals, Royalties, Patents, Copyrights, Etc.
Rentals and royalties from property located in Puerto Rico or from
any interest in such property are considered income from sources
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within Puerto Rico. This includes rentals and royalties for the use or
for the privilege of using, in Puerto Rico, patents, copyrights,
secret processes and formulas, goodwill, trademarks, tradebrands,
franchises, and other similar property.
A contract granting the right to use patents, inventions, or secret
processes in return for periodic payments may give rise to a
controversy over whether the amounts received by the grantor are
sales proceeds or royalty income. The distinction between a
sales contract and a royalty contract may depend on to what extent
the transferor has relinquished his rights in the patent. The fact
that payments are determined by reference to sales of the patented
items may not be controlling.
In general, if the amounts received are treated as royalty income,
the recipient's expenses, losses, and other deductions properly
allocated to such income are deductible. If a royalty payment is
made to a nonresident alien and is considered to be made from
sources within Puerto Rico, no deductions are allowed and the
total payment is subject to tax withholding.
Even though a transaction may constitute a sale, the gain may be
subject to treatment as ordinary income if the patent is not a capital
asset or an asset whose sale may give rise to capital gain. Any
literary, musical, or artistic composition, or similar property held
by a taxpayer whose personal efforts created the property, is a
capital asset. Thus, an amateur writer or artist, as distinguished
from a professional, is entitled to capital-gain treatment on sale of
his own artistic creation. This type of property is not excluded
from the definition of capital assets as it is under U.S. law.
7.07 Insurance Proceeds and Annuities
Amounts received under a life insurance contract by reason of the
death of the insured (whether in a single sum or otherwise) are
excludable from gross income. If payment on a policy is made
before the death of the insured, as upon the maturity of an endowment policy or the surrender of a life insurance policy for cash,
the difference between the amount received and the net premiums
and other consideration paid is taxable as ordinary income.
Dividends received and credited during the insured's lifetime are
a reduction of premiums paid. Interest on dividends left with a
company is taxable.
If death benefits are held by the insurer under an agreement to pay
interest on them, the interest is taxable. But if the insured elects
to have the principal paid in monthly instalments under an option
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provided in the life insurance contract, the instalments are
excluded from gross income even though they may include an interest element. If the policy provides no option and the beneficiary
and the insurer arrange by supplemental agreement for the beneficiary to receive the proceeds in instalments, the payments are
taxable as annuities.
Only 3% of the amount paid for an annuity contract is included in
gross income annually. For instance, if $500 is received each year
on a contract that costs $8,000, the amount includable in gross
income is $240. The remaining $260 is considered a recovery of
capital and is applied against the $8,000 cost. After the cost is
recovered, the payments are taxable in full.
Disability compensation payments are excluded from gross income,
as are payments received by reason of illness and unemployment
under the disability and unemployment insurance laws. Federal
social security benefits are nontaxable.
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Deduction Items
8.01 Business Expenses
The Income Tax Act of Puerto Rico provides generally for the
deduction of trade or business expenses that meet the "ordinary and
necessary" test. An ordinary expense is one that is common in
the trade or business, and a necessary expense is one that is appropriate and helpful to the trade or business. Under a special
provision, individuals are permitted to deduct expenses incurred in
the production of income even though the income-producing
activities do not constitute a trade or business. The law expressly
denies deduction of certain items, such as capital expenditures,
personal expenses, and certain losses and expenses incurred between
related taxpayers (8.16).
8.02 Depreciation
The Income Tax Act permits deduction of an allowance for the
exhaustion, wear and tear, and obsolescence of property used in a
trade or business and of property held for the production of income.
To be depreciated, the property must have an ascertainable, limited
useful life. Most kinds of tangible and intangible properties may
be depreciated, including buildings, machinery, equipment, patents, and copyrights. If their useful life is definitely determinable,
licenses and franchises may also be depreciated. Inventories,
land and goodwill are not depreciable. The amount that can be
recovered through depreciation allowances is the property's
cost or other tax basis, less estimated salvage value.
Current Depreciation. Depreciation in the usual sense is allowed
over the useful life of the property, under the concept termed
"current depreciation."This usually means the straight-line method,
although the tax regulations do permit depreciation on the basis
of estimated units of production. The law and regulations do not
provide for the sum-of-the-years' digits or the declining-balance
methods of determining depreciation. The depreciation rates used,
in most instances, are comparable to those listed in the now
superseded U.S. Treasury Bulletin F; but no official guidelines
are published.
Tax-exempt industries generally must use current depreciation. In
cases of partial tax exemptions, however, the tax basis of the
property may be divided into exempt and nonexempt portions. The
latter may then be eligible for "flexible depreciation," as discussed
below.
Flexible Depreciation. One of the unique features of the Puerto
Rican tax system is the availability of an option to claim "flexible
depreciation" in lieu of "current depreciation." Under this
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provision, a taxpayer may deduct (for taxable years beginning after
December 31, 1975) all, any part, or no part of a property's
flexibly adjusted basis in any taxable year. Generally, the flexible
depreciation deduction is limited to 50% of the net income (before
such deduction) derived during the taxable year by the business
in which the flexibly depreciable property is used. Flexible
depreciation can only be taken on real property (excluding land)
and on machinery, equipment, and other movable property used
in an agricultural, construction, manufacturing, hotel, or shipping
business operated in Puerto Rico. The option to use flexible
depreciation is not automatic. Prior regulations required the election
to be made by filing a sworn statement within 30 days after the
close of the taxable year in which the flexible depreciation method
is adopted. This election procedure should be followed in the
absence of new regulations. Generally, prior permission is required
to discontinue use of the flexible depreciation method.
In general, the lessor of movable property cannot use flexible
depreciation even though the property is used by the lessee for the
prescribed purposes. The portion of owned property used in taxexempt industries, and of property leased to an exempt business
and/or considered exempt because of its devotion to industrial
development, usually may not be flexibly depreciated during the
period of tax exemption (Chapter 3).
Sale of Depreciable Assets. In determining gain or loss on sale of
a depreciable asset, the tax basis of the asset must be adjusted
for depreciation. Moreover, when flexibly depreciated assets are
sold, the gain or loss representing the difference between flexibly
adjusted basis and adjusted basis (computed by using current
depreciation) must be separately determined. This difference is
treated as ordinary, rather than capital gain or loss. The tax on the
gain is limited to the amount that would have been paid had the gain
been included in income ratably over the taxable year and the two
preceding years.
A taxpayer who transfers property that has been flexibly depreciated
must file a notice of the transfer with the Secretary of the Treasury.
"Transfer," for the purpose of flexible depreciation, includes
discontinuing the use of flexibly depreciable property in the
business of the taxpayer for a period of more than six months,
whether or not such discontinuance period is temporarily interrupted.
Generally, the discontinuance provision does not apply when
a lessee vacates property leased for manufacturing or hotel purposes, provided the owner offers the property on the market
for lease and use exclusively in such businesses.
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8.03 Depletion and Other Items Attributable to Natural Resources
A deduction is allowed for depletion of mineral deposits, oil and
gas wells, other natural deposits, and timber. The depletion allowance permits the owner to deduct the capital investment in the
property over the productive life of its resources.
The right to depletion allowance depends on whether the taxpayer
has an economic interest in the mineral deposits, etc., in place, and
the amount of the allowance depends on actual production.
The basis for allowing depletion is the cost or other tax basis of
the property. Under the general rule for determining depletion,
the portion of the tax basis of the property allocable to the depletable
asset is divided by the estimated number of units (tons of ore,
barrels of oil, etc.). The depletion rate thus determined is applied
to the number of units sold within the taxable year. Percentage
depletion or depletion based on discovery value is not permitted.
In addition to depletion, taxpayers are permitted to deduct a
reasonable allowance for depreciation of physical property, such
as machinery, tools, and equipment, used in the operation of oil
and gas deposits. When it can be shown that the reasonably expected
economic life of an oil or gas deposit is shorter than the normal
useful life of the physical property, the annual depreciation deduction may be based on the life of the deposit.
8.04 Bad Debts
Business bad debts that become totally or partially worthless during
the accounting year are deductible if the direct charge-off method
of accounting for bad debts is used. On the other hand, a business
that has adopted the reserve method of treating bad debts may
deduct a reasonable addition to such reserve to provide an allowance
for uncollectable accounts and notes receivable. Generally, all
bad debts of a corporation or partnership are treated as business
bad debts. The deduction of nonbusiness bad debts of individuals is subject to short-term capital loss limitations (7.05).
Worthlessness of a debt evidenced by a security is treated as a
capital loss, either long-term or short-term, resulting from a
sale or exchange on the last day of the taxable year (7.05).
8.05 Payment of Rents, Royalties, and Technical Assistance Fees
Rents and royalties for the right to use property, whether real or
personal, tangible or intangible, are generally deductible if the
expenses are ordinary and necessary and are incurred in a trade or
business or in connection with the production of investment
income. This is also true for related technical assistance fees.
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The underlying agreements do not have to be filed or registered
with any government agency as a prerequisite to the deduction.
Accrued expenses between certain related parties may not be
deductible, however, unless paid within 2½ months after the end
of the taxable year (8.16). Moreover, a rental or royalty agreement
may be deemed essentially an instalment purchase of the property,
with the result that the cost may have to be capitalized and
depreciated over the estimated life of the property, rather than
income tax at the source, see 6.02.
For payments to nonresidents which are subject to withholding of
income tax at the source, see 6.02.
8.06 Taxes
Taxes (other than income taxes) incurred as the direct result of
business activities, the operation of rental property, or the production
of royalties, or attributable to business property, are deductible
as a tax expense of the business. Individuals who pay taxes
(other than income taxes) in connection with the production of
nonbusiness income, such as taxes on rental property, may
deduct the taxes against the related investment income. If the tax
is allocable to a capital item, such as undeveloped land, it may
be capitalized at the election of the taxpayer. The law specifically
prohibits the deduction of Puerto Rican income taxes. For credit
or deduction of U .S. and foreign income taxes, see Chapter 12.
Miscellaneous taxes, such as excise taxes and customs duties, are
added to the cost of goods sold if they are incurred in the acquisition of inventoriable assets held for sale, and to the cost basis in
the case of other business property.
The property tax on a taxpayer's residence and his personal auto
license are the only personal, nonbusiness taxes that may be
itemized and deducted by an individual (11.02).
8.07 Interest
In general, interest paid or accrued within a taxable year is allowed
as a deduction from gross income, except interest on loans used to
purchase a single premium life insurance or endowment contract
or to carry wholly tax-exempt obligations.
Interest accrued on indebtedness to certain related creditors is not
deductible unless it is paid within 2½ months after the close
of the year or unless the creditor is also on the accrual basis and
currently reports the income (8.16).
Individuals can deduct nonbusiness interest expense from adjusted
gross income, in addition to taking the standard deduction (11.02).
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8.08 Operating Losses
A net loss incurred in the operation of a trade or business may be
carried back to the preceding year where it may be used to reduce or
eliminate the taxable income of that year. If the carryback exceeds
the income of the preceding year, it is carried over to the five succeeding years. In determining the amount of the carryback, the
operating loss shown on the tax return must be converted into
the economic loss sustained by the taxpayer. The most important
adjustments are: (1) wholly tax-exempt interest is included in
gross income; (2) long-term capital gains and losses of individuals
are taken into account without any percentage deduction, and
capital losses in excess of capital gains are disregarded; and (3)
deductions of individuals which are not attributable to a trade
or business are allowed only to the extent of income not derived
from a trade or business.
If an individual's trade or business deductions (excluding interest
and taxes) exceed trade or business gross income by more than
$10,000 in each of five consecutive years, the operating loss
incurred in each such year is recomputed and is limited to the
gross income plus the amount of interest, taxes, and $10,000 of other
expenses attributable to the trade or business. This provision is
designed to limit the deductibility of hobby losses, but it may be
applied to individual businessmen in general, subject to their
justifying continued loss operations.
8.09 Worthless Stocks, Securities, and Other Assets
Losses from worthless stocks and securities that are capital assets
are treated as losses from the sale or exchange of capital assets
on the last day of the taxable year in which they become worthless
(7.05). However, losses on capital stock and convertible securities
of small business investment companies are treated as losses
from the sale or exchange of property that is not a capital asset
and, therefore, such losses are fully deductible. For a loss from
worthless stock or securities in a subsidiary, see 10.07.
The loss on depreciable assets abandoned or worthless for other
reasons is deductible. However, see 8.02 for discontinuance of use
of flexibly depreciated assets.
8.10 Casualty Losses
A casualty affecting business assets is deductible as a business
expense. The amount of the loss is the depreciated cost or other
tax basis of the property, reduced by salvage value and any
compensation by way of insurance or otherwise. This is also true
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for casualty losses sustained by individuals on income-producing
properties. Casualty losses on business and income-producing
properties may have to be aggregated with gains and losses from
certain sales and exchanges (7.05). Certain other casualty losses
of individuals are deductible, and the individual may still utilize the
standard deduction (11.01 and 11.02).
8.11 Charitable Contributions
Corporations and partnerships may deduct contributions paid within
the taxable year to or for the use of:
1. The U.S., the Commonwealth of Puerto Rico, any state, territory,
or possession of the U .S., for exclusively public purposes
2. A corporation, trust, community chest, fund, or foundation,
created or organized in the above jurisdictions and organized and
operated exclusively for religious, charitable, scientific, veteran
rehabilitation service, literary, or educational purposes or for the
prevention of cruelty to children
3. Posts or organizations of war veterans, or auxiliary units of, or
trusts or foundations for, any such posts or organizations, if organized in Puerto Rico, the U .S., or any of its possessions
Contributions are allowed as a special deduction, limited to 5%
of a corporation's or partnership's net income (before the charitable
contribution deduction). A five-year carryover is permitted for
excess contributions made to Puerto Rican universities. Payments
to some organizations, such as trade associations and chambers
of commerce, are not deductible as contributions, but may be
deductible as business expenses if the paying corporation or
partnership obtains a fairly direct benefit from the payments.
For a corporation or partnership reporting its income on an accrual
basis, any contribution made after the close of the taxable year
and on or before the fifteenth day of the third month following the
close of the year may be accrued and considered as paid during
the taxable year. This provision applies only if the board of directors
or the partners formally authorize the contribution during the
taxable year and if the deduction is elected by the taxpayer at the
time of filing its return.
Individuals may deduct contributions actually paid during the year
to substantially the same types of organizations as those enumerated
above, and this deduction is in addition to the standard deduction
(11.01and 11.02). The deduction is limited to the amount which
exceeds 3% of the taxpayer's adjusted gross income (11.01) and
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cannot exceed 15% of the adjusted gross income. An additional
15% deduction is allowed for contributions to Puerto Rican
universities. No limitation applies if in the taxable year and in each
of the ten preceding taxable years the total of contributions and
income taxes exceeds 90% of the taxpayer's net income.
Contributions may be paid in money or property, but not in personal
services.
8.12 Advertising, Entertainment, and Travel Expenses
Advertising and entertainment expenses are deductible if they have
a reasonable relation to the business activities of the taxpayer
and are ordinary and necessary expenses of the business. An
advertising program that extends over more than a year, or is
expected to result in benefits extending beyond a year, does not
change the general rule as to its deductibility. However, if the
advertising expenditures result in the acquisition of an asset having
a life of more than one year, amortization of the expenditures over
the life of the asset may be required. An advertising expense related
to the sale of a capital asset is treated as a deduction from the
sales price in determining the gain or loss on the sale.
Business travel expenses are deductible. Generally, the details and
purpose of the travel should be documented if the deduction is
to be sustained. An individual's travel expenses between home
and place of work are not allowable deductions unless, in the
circumstances, these expenses are deemed necessary and ordinary
trade or business expenses.
8.13 Legal Expenses
A legal expense paid or incurred primarily to preserve existing
business, reputation, and goodwill ordinarily is deductible. No
deduction is allowable for legal expenses incurred in connection
with the acquisition of goodwill or other capital assets, nor for
legal expenses incurred in the organization of a corporation or
partnership. Legal expenses paid or incurred by an individual
in the determination of his liability for income taxes are deductible
as expenses in connection with the production or collection of
income.
8.14 Insurance
Premiums paid on insurance policies for the ordinary types of
business risks are deductible. However, premiums to insurers not
authorized to underwrite insurance risks in Puerto Rico are not
deductible. An employer may deduct premiums paid on group life.
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accident, and disability insurance policies on his employees. The
employer, however, may not deduct premiums paid to purchase
and carry insurance on the life of an employee if the employer is
the beneficiary. For treatment of life insurance proceeds, see 7.07.
8.15 General and Special Reserves
Additions to reserves for anticipated losses, future expenses, and
contingencies are not deductible. A bad debt allowance is
permitted (8.04).
8.16 Nondeductibles
Listed below are a number of items not previously discussed that
are not deductible for Puerto Rican income tax purposes even
though they might conceivably be appropriate deductions for accounting purposes:
Fines and penalties
Unethical business payments
Amounts allocable to a class of income wholly exempt from tax
Any amount (including interest) paid or accrued on indebtedness
incurred or continued to purchase a single premium life insurance
or endowment contract
Amounts paid or accrued for such taxes, interest, and carrying
charges as are, at the option of the taxpayer, capitalized rather
than deducted as expenses
Accrued expenses (including interest) are not deductible unless
paid within 2½ months after the close of the taxable year, if the
expense is incurred between:
Members of the same family
An individual and a corporation or partnership in which he owns,
directly or indirectly, through members of his family more than 50%
of the outstanding stock or partnership capital
Two corporations or two partnerships, or between a corporation
and a partnership, when the same 50% ownership conditions exist
A grantor and a fiduciary of a trust
The fiduciary of a trust and the fiduciary of another trust, if the
same person is grantor with respect to each trust, or
A fiduciary of a trust and a beneficiary of such trust
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Deduction of the expense is not allowed, even in the year when
the item is paid, if payment is deferred beyond the 21½-month period.
Nevertheless, the accrued expense is deductible if the creditor
is also on the accrual basis and currently reports the income in his
tax return.
Losses from sales or exchanges of property are not allowed if,
directly or indirectly, incurred between the classes of persons listed
above with respect to accrued expenses. Losses, however, are
recognized on distributions in liquidation even though the corporation or partnership being liquidated is more than 50% owned, directly
and indirectly, by or for one individual.
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Accounting for Income and Expenses
9.01 Tax Accounting Generally
Corporations, partnerships, and individuals engaged in business
may adopt the accrual or cash method of tax accounting. If,
however, the business is one in which inventories are a significant
income-producing factor, the accrual method must be used. A
hybrid method of accounting is authorized but it must clearly reflect
income. Permission is usually required to change from one
method to another. The Secretary has authority to change an
obviously incorrect or inconsistently applied tax method.
Individuals who are not operating a business ordinarily report on
the cash basis. Taxpayers who do not keep books must report on
the cash basis and on a calendar year.
Under a doctrine of constructive receipt, a cash-basis taxpayer
must include in gross income items available to him even though
they are not actually reduced to possession. Thus, interest credited
to a taxpayer's bank account must be included even though the
amount is not withdrawn or recorded on his bankbook. Similarly, an
employee cannot defer part of his salary to the following year
simply by failing to call for a paycheck available to him.
9.02 Accrual of Business Income and Expenses
Income items accrue when the taxpayer's right to receive them
becomes fixed and certain, and deduction items accrue when the
taxpayer's liability to pay becomes fixed or determinable. It is not
required that the amount of a liability be definitely determined if it
can be estimated with reasonable accuracy. If the right to income
is contingent or contested, the income is not accruable. The rules
on contingent and contested liabilities are much the same as the
rules on contingent and contested income items. Under particular
statutory provisions, charitable contributions, medical expenses,
and alimony payments can be deducted by individuals only in the
year of payment, irrespective of whether the taxpayer is on a cash or
an accrual basis. See 8.11, however, as to the annual election available to corporations and partnerships to accrue charitable
contributions.
Payments received in advance without restriction on disposition
usually are income in the year received under both the cash and
the accrual method. The law provides exceptions for prepaid
subscription income and prepaid membership dues for taxpayers
on the accrual basis.
The deduction for expenditures paid in one year is ordinarily
deferred if the amount is properly allocable to future periods. Typical
of such expenditures are advance rental payments, commissions
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and other payments in procuring and negotiating a lease, commissions for negotiating a loan or mortgage, and the cost of issuing
bonds. All of these expenditures must be amortized over the appropriate period.
9.03 Long-Term Contracts and Instalment Sales
Income from long-term contracts may be determined by either
the percentage-of-completion method or the completed-contract
method, at the election of the taxpayer.
Instalment accounting, which permits recognition of income as
instalments are collected, is permitted for tax purposes. This method
may be used regardless of the method used in reporting the taxpayer's other income and deductions.
The instalment method may be adopted by a taxpayer who regularly
sells personal property, such as automobiles and furniture, on
the instalment plan.
The instalment method may also be used by nondealers for casual
sales of noninventoriable personal property for a price exceeding
$1,000 and for sales of real property. In the case of any such sales,
the initial payments, if any, may not exceed 30% of the selling price
if it is to be treated as an instalment sale. When the initial
payments on a sale or other disposition of land by an individual do
not exceed 30% of the selling price, and the entire proceeds will
not be received before the end of the fourth calendar year following
the year of sale or of other disposition of the property, 20% of
the gain is taxed in the taxable year of the transaction and in each
of the four succeeding taxable years. The term "initial payments"
refers to the amounts received during the year of sale, not including
evidences of the purchaser's indebtedness.
9.04 Inventories
If inventories are an income-producing factor in a trade or business,
inventory values must be determined as of the beginning and
end of the taxable year, on bases prescribed in the tax regulations.
The bases of valuation of inventories commonly used are either
(a) cost or (b) the lower of cost or market. For goods on hand at the
beginning of the taxable year, cost means the inventory prices of
the goods. For purchases since the beginning of the taxable year,
cost generally means the invoice price less trade or other discounts
and plus transportation or other necessary charges incurred in
the acquisition of the goods. For merchandise produced by the
taxpayer since the beginning of the taxable year, cost means the
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cost of raw materials and supplies entering into the manufactured product plus direct and indirect expenses necessary in the
production, including a reasonable proportion of management
expenses, but not including any cost of selling or return on capital.
In general, market means the current bid price prevailing at the
date of the inventory for the quantities usually purchased by the taxpayer. If it is impossible to obtain a current bid price, the best
available evidence of fair market value must be used. Market value
is not applicable to any goods on hand meeting the specifications
of a firm contract; they must be valued at cost.
The retail method may be used by retail merchants, provided the
use of the method is indicated in the tax return, accurate accounts
and records are kept, and the method is used consistently. Under
this method, the approximate cost of the inventory is determined by
deducting the average markup ratio from the aggregate selling
prices of the goods on hand for each department or class of goods.
The Puerto Rican Income Tax Act also authorizes the use of the LIFO
method of valuation, at the taxpayer's option. Under the LIFO
method, all goods are inventoried at cost, determined on the
assumption that the last goods acquired are the first used. The option
is exercised by filing a statement of the election with the return
of the year in which the method is adopted.
A voluntary change in inventory method usually requires advance
approval of the Secretary of the Treasury and is subject to adjustments set by the Secretary.
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Provisions Peculiar t o Corporations
and Partnerships
10.01 Resident and Nonresident Corporations and
Partnerships Compared
General. Corporations and partnerships organized or created under
the laws of the Commonwealth of Puerto Rico are "domestic
corporations and partnerships" in terms of the income tax law. In
most instances, it is not essential that they be further classified
as either resident or nonresident.
Foreign corporations and partnerships are those organized or
created outside the Commonwealth. They are classified for tax
purposes as resident or nonresident, depending on whether or not
they are engaged in trade or business within Puerto Rico. The
term "foreign" includes corporations and partnerships organized
in the United States.
The law and regulations do not provide a definition of the term
"engaged in trade or business within Puerto Rico." The regulations
do state that a foreign corporation is not considered to be engaged
in trade or business by reason of transactions in Puerto Rico in
stocks, securities, or commodities through a resident broker,
commission agent, or custodian.
Domestic Corporations and Partnerships. The taxable net income
of domestic corporations and partnerships consists of worldwide
gross income, less deductions. These corporations and partnerships
are taxed on normal-tax net income and surtax net income, at the
income tax rates discussed at 4.02 and listed in the Rate Tables.
The meaning of "normal-tax" and "surtax" net income is presented here to aid in understanding the base to which the taxes
on income are applied. Normal-tax net income is taxable net income,
less the deduction explained at 7.04 for dividends and profit
distributions received from domestic corporations and partnerships
(generally, 85% of such dividends and profits). Surtax net income
is normal-tax net income reduced by a surtax credit of $25,000.
However, a group of corporations and partnerships under common
ownership is allowed but one such surtax credit for the whole
group, allocated among the members of the group (10.03).
Resident Foreign Corporations and Partnerships. Resident foreign
corporations and partnerships are taxable in the same way and at
the same tax rates as domestic corporations and partnerships, but
only on all gross income from sources within Puerto Rico (2.03),
less deductions attributable to such income.
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Nonresident Foreign Corporations and Partnerships. A nonresident foreign corporation or partnership is taxable only on "fixed
or determinable annual or periodic gains, profits, and income"
from sources within Puerto Rico (2.03). The tax rates applicable to
nonresident foreign corporations and partnerships are discussed
at 4.02. Income tax, as explained at 6.02, is withheld on income
paid to nonresident foreign corporations and partnerships. See
also Chapter 3 pertaining to distributions by an exempt business.
.02 Tax on Unreasonable Accumulation of Earnings and Profits
An additional tax of 50% of net income is imposed on domestic
corporations and partnerships and on foreign resident corporations
and partnerships that permit their earnings to accumulate
(instead of distributing them) to prevent the imposition of Puerto
Rican income tax on distributions to their shareholders and
partners. Net income for this purpose means the normal-tax income
computed without benefit of the capital loss carryover and without
the net operating loss deduction, minus the sum of the following:
(a) Income taxes imposed by the Commonwealth of Puerto Rico for
the taxable year but not including the tax on unreasonable
accumulations
(b) Capital losses and excess charitable contributions not allowed in
computing ordinary net income
The income does not include tax-exempt income under the Puerto
Rican Industrial Incentives Acts (3.02 and 3.03).
Whether an accumulation of earnings and profits is reasonable or
unreasonable depends on the facts. Generally, the tax is not assessed
if earnings and profits are accumulated for a business purpose,
such as the acquisition of plant and equipment, payment of obligations, and working capital needs. The taxpayer, however, must be
prepared at any time to substantiate the business purpose. If an
accumulation is deemed to be unreasonable, all the adjusted net
income for the year is taken into account, even though it can be
shown that a portion has been retained for a business purpose. The
law provides a safe haven. The 50% surtax on unreasonable accumulation of earnings does not apply to an entity that invested during the
year at least 80% of its net income, as defined for purposes of the
surtax, in:
(a) Properties used for public schools, hospitals, and convalescent
homes
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(b) Construction of buildings to be leased to nonprofit organizations
for use as hospitals and convalescent homes
(c) Obligations of the Commonwealth of Puerto Rico and its instrumentalities or political subdivisions, and insured Housing Bank Law
mortgages on property in Puerto Rico
10.03 Affiliated Corporations and Partnerships
Separate and Consolidated Income Tax Returns. Each corporation
and partnership must file a separate income tax return. There is no
provision in the Puerto Rican law and regulations permitting the
filing of a consolidated income tax return by a parent company and
its subsidiaries. Moreover, the losses of one company may not be set
off against the profits of another company.
Surtax Credit for a Controlled Group. In the case of a group of
corporations and partnerships controlled 80% or more by the same
person or persons, the surtax credit (10.01) may not exceed $25,000
for the whole group. A controlled group may comprise a parentsubsidiary group, a brother-sister group, or a combination of these
corporations and partnerships. Various rules are provided for
determining ownership and membership in a group.
When a corporation or partnership is a member of a controlled group
on December 31, the surtax credit allowed the member for its taxable year which includes December 31 is either (a) $25,000 divided
by the number of members in the group on December 31 or (b) such
portion of the $25,000 as may be allocated to the member in accordance with an apportionment plan agreed upon by the members of
the group.
10.04 Investment Holding Companies
Investment holding companies are taxable in the same manner as
corporations and partnerships generally. The term "investment holding company" is significant mainly in respect of the tax on unreasonable accumulation of earnings and profits, since a mere holding
company is presumed to have a purpose of avoiding the imposition
of income tax upon shareholders or partners. As noted at 10.02,
however, this tax is not applicable to exempt industrial development
income. Unlike the U.S., there is no separate "personal" holding
company classification in Puerto Rico.
10.05 Registered Investment Companies and
Real Estate Investment Trusts
Registered Investment Companies. Registered investment companies, including mutual investment funds and certain investment
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trusts, are taxable only on their undistributed net investment income
if, in addition to fulfilling other requirements, they distribute currently to their shareholders, as taxable dividends and as industrial
development dividends, at least 90% of their net investment income.
For this purpose, all industrial development income is included in
investment income, and gains or losses from the sale or exchange of
capital assets are disregarded. Dividends paid by registered investment companies from investment income are allowed as deductions in computing normal tax and surtax net income. The tax
on unreasonable accumulation of earnings and profits does not
apply to registered investment companies. A U.S. investment company that qualifies as a regulated investment company in the U.S. is
generally exempt from corporate tax in Puerto Rico if it also fulfills
the various other requirements applicable to such companies in
Puerto Rico, including the record-keeping requirements with respect
to investment assets, income received, and dividends paid. A registered investment company in Puerto Rico classifies income received and designates distributions paid to shareholders as follows:
Net investment income
(a) Exempt income—Interest on tax-exempt government obligations
and other income that is specifically exempt.
(b) Industrial development income—Investment income comprising
dividends and profit distributions from companies that, themselves,
are exempt under the Industrial Incentives Act and related acts.
(c) Other investment income—Dividends, profit distributions, interest, and incidental income that is neither exempt nor industrial
development income nor net capital gain.
Net capital gain
Net gain realized by the registered investment company on sales
and exchanges of portfolio stocks and securities.
Shareholders who are residents of Puerto Rico exclude from gross
income any dividends designated as tax exempt and also any dividends from industrial development income if and to the extent the
dividends would have been nontaxable if they had been received
directly from industrial development corporations and partnerships.
Capital-gain dividends are treated as long-term capital gains. All
other dividends are taxable as ordinary dividend income.
For shareholders who are not residents of Puerto Rico, dividends
designated by a registered investment company as being paid out of
exempt income are not taxable (this may not be the case for divi-
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dends of industrial development income—3.02 and 3.03); all other
dividends paid to nonresidents, including capital-gain dividends, are
subject to withholding of Puerto Rican income tax at the flat rate
applicable to the recipient of the dividends (6.02 and Rate Tables).
If the shareholder sells or redeems his shares in an investment company, the gain or loss is generally treated as a capital gain or loss
(7.05).
Domestic Real Estate Investment Trusts. Real estate investment
trusts serve as a conduit for income to the shareholders, generally in
the same way as registered investment companies.
10.06 Special Type Entities
Special provisions of the income tax law are applicable to various
types of industries, associations, and organizations, some of which
are discussed below.
Insurance Companies. Mutual and proprietary life insurance
companies, mutual insurance companies other than mutual life
companies, and insurance companies other than life or mutual companies are particularly defined. These companies are subject to
corporation income taxes, but definition and determination of income differs from other corporations, as explained in detail in the
income tax law and regulations.
Banks and Financial Institutions. A franchise tax is imposed on
banks and financial institutions carrying on financial operations in
a continuous form through offices or branches in Puerto Rico,
including leasing companies, small loan companies, etc. The tax is
levied on the taxable income of the financial institution, increased
by exempt interest income (Rate Tables). The effect of the franchise
tax is to impose an overall minimum tax on financial institutions
with substantial interest income that would otherwise be exempt
from income tax.
The general provisions of the income tax law concerning filing
returns, payment and assessment, and administration of taxes also
apply to the franchise tax.
Housing Corporations and Associations. An income tax exemption
is applicable to Puerto Rico and U.S. limited dividend corporations
and to domestic public service associations providing homes for
rent to low and moderate income families, if the entities are qualified
under sections 221(d) or 236 of the National Housing Act and if the
Urban Renewal and Housing Authority of Puerto Rico so certifies.
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Public Utilities. Public utilities operated by the government are
exempt from income taxation.
Nonprofit Organizations. Religious, charitable, scientific, literary,
educational, or fraternal corporations, foundations and societies are
among the various tax-exempt organizations. These organizations,
except churches and religious orders, are taxable, however, on their
unrelated business income.
10.07 Liquidations and Other Corporate Changes
Liquidations; Collapsible Corporations. Liquidation of a corporation or partnership ordinarily results in capital gain or loss to the
stockholder or partner. However, gain on the liquidation of, as well
as on the sale of stock or an interest in, a "collapsible corporation" or
a "collapsible partnership" may be taxed as ordinary income. The
collapsible corporation provision is designed to frustrate the use of
the corporate form to convert ordinary income to capital gain. Conversion might otherwise be accomplished by liquidating the
enterprise or selling the shares after completion by the enterprise of
construction, manufacture, etc., but before the income had been
realized by the enterprise. The statute is complicated and is replete
with exceptions and qualifications. In general, the status of a corporation or partnership as "collapsible" should be considered if it
owned its assets for less than three years after the completion of
construction, manufacture, etc.
Distributions in complete liquidation of a subsidiary ordinarily do
not result in recognized gain or loss. However, loss may be recognized to a parent if a subsidiary's indebtedness exceeds the value of
the subsidiary's assets. In that event, the parent may have an
ordinary loss deduction for its investment in the capital stock of
the liquidated subsidiary and for the amount of the subsidiary's
indebtness, if any, to the parent; furthermore, income may be realized
by the liquidating subsidiary to the extent that the value of the
distributed property used to satisfy a debt obligation exceeds the
basis of the property to the subsidiary.
Reorganizations. In order to avoid what might otherwise be a serious
stumbling block in many commercial transactions, the law provides
for tax-free exchanges in connection with corporate reorganizations.
Specifically, the law provides that no gain or loss will be recognized to the stockholders on the exchange of stock for stock or to
the corporation on the exchange of corporate property for stock in
a reorganization. The term "reorganization" includes statutory
mergers and certain corporate acquisitions, defined in great particu-
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larity by the law. Where there is a change in the legal entity, as
distinguished from a reorganization consisting of a recapitalization
or mere change of name, etc., the successor corporation or partnership may not be allowed to carry over the net operating losses of
the predecessor corporation or partnership.
Stock Redemptions. Redemption of stock may give rise to capital
gain or loss to the shareholder. This would occur, for example, where
a redemption is accompanied by a complete liquidation or a partial
liquidation, that is, a bona fide contraction of business operations.
Also, a non-pro rata redemption or a redemption in retirement of only
one shareholder's interest could, under proper circumstances,
result in capital gain. On the other hand, ordinary income will result
if a corporation cancels or redeems its stock in such a way as to
make the distribution and cancellation or redemption essentially
equivalent to the distribution of a taxable dividend. This could be the
case where stock is redeemed pro rata or the redemption is limited
to preferred stock previously issued as a stock dividend. Dividend
income would result, of course, only to the extent of earnings and
profits. All facts surrounding the intention of the corporation to
cancel or redeem stock, including its business purpose, must be considered in determining the applicability of this provision.
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Provisions Peculiar to Individuals
11.01 General
In understanding the base to which the tax rates are applied, the
income terminology explained below should be kept in mind.
"Adjusted gross income," a term which is relevant only to individuals, is an important intermediate figure used as a base for determining certain deductions—the standard deduction, charitable contributions, and medical expenses (11.02)—measured by a percentage
of income. For many taxpayers adjusted gross income is simply
gross income, less business expenses. Adjusted gross income is
determined by deducting the following items from gross income:
(a) Allowable expenses attributable to a trade or business carried on
by the taxpayer (includes fees for tax advice and tax return
preparation)
(b) Expenses of travel and lodging in connection with employment
(c) Reimbursed expenses in connection with employment (The
reimbursement is income.)
(d) Deductions attributable to rents and royalties
(e) Deduction for depreciation and depletion allowed by the law to
life tenants and income beneficiaries of properties
(f) Losses from sales or exchanges of property, with the limitation explained at 7.05
(g) A portion of the excess of long-term capital gains over short-term
capital losses, as explained at 7.05
(h) Alimony payments
"Net income" is gross income, less all deductions. This includes
those deductions taken toward adjusted gross income and those
taken from adjusted gross income. The latter are detailed at 11.02.
Finally, the term "taxable income" refers to net income, less the
personal exemptions and credit for dependents described at 11.03.
Income items of a married couple are combined, and the tax is
determined as though the entire income were that of the husband.
A single tax is assessed to the husband. Income-splitting is not
permitted. Special rules apply in the year of marriage and the year
a spouse dies (11.03). If, in fact, the spouses are living apart, the
requirements for filing a return apply separately to each of them, and
tax is separately determined on their respective incomes.
Income Averaging. Individuals who are residents of Puerto Rico
throughout the taxable year and the four preceding years (base
period) may, as a general rule, average their income when this results
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in a lower tax. Individuals are eligible for this relief provision
if their taxable income for the computation year exceeds 120% of
the average income for the four preceding taxable years by more
than $3,000.
11.02 Deductions
Resident individuals, and nonresident individuals who are citizens
of the United States, are entitled to certain special deductions in
addition to those connected with a trade or business or attributable
to the production of income. These special deductions are subtracted
from adjusted gross income (11.01) to arrive at net income.
The special deductions include a basic or standard deduction which
varies in proportion to the individual's adjusted gross income as
follows:
Adjusted Gross Income

Standard Deduction

$

10% of adjusted gross income

0-10,000
10,001-12,500

$1,000

12,501-25,000

8% of adjusted gross income

25,001-75,000

The greater of $2,000 or 6% of adjusted
gross income

75,001-upward

The greater of $4,500 or 5% of adjusted
gross income

Unlike the standard deduction under the U.S. Internal Revenue Code,
the Puerto Rican standard deduction is in addition to the following
items that can be itemized and deducted from adjusted gross income:
(a) Contributions paid to certain government-employee pension
and retirement systems (13.01)
(b) A deduction of $500 to war veterans during each of the 10 years
after discharge (Vietnam veterans are entitled to this deduction.)
(c) Interest paid or accrued that is not disqualified under the rules
explained at 8.07 and 8.16
(d) Property tax on residential property occupied by the owner or a
proportionate part if also used for other purposes (8.06)
(e) The amount paid for motor vehicle licenses, if the motor vehicles
are used for personal purposes, or a proportionate part if also used
for other purposes (8.06)
(f) Charitable contributions, but only to the extent that the total
amount exceeds 3% of adjusted gross income but not in excess of
15% of adjusted gross income (8.11)
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(g) That part of 50% of medical payments which exceeds 3% of
adjusted gross income
(h) Losses (not compensated by insurance or otherwise) from hurricane, fire, or other casualty to real property constituting the principal
residence of the taxpayer (8.10)
(i) Expenses up to a specific maximum amount incurred by the taxpayer for the care of a dependent child or children not over 14
years of age and paid to a person who is not a dependent, in order
that the taxpayer may be gainfully employed or, in case of a married
couple not living separately, that both spouses may be gainfully
employed
(j) Ten percent of the total rent paid on the property constituting the
taxpayer's personal residence, to a maximum of $240
(k) Losses to personal property (not compensated by insurance or
otherwise) in areas designated by the governor as major disaster
areas
(I) Thirty percent of the acquisition and installation costs of a solar
water heater in the taxpayer's personal residence, to a maximum
of $500.
11.03 Personal Exemptions and Credit for Dependents
The Puerto Rican law provides for the deduction of personal exemptions and credits for dependent persons in arriving at taxable income.
These provisions apply only to resident individuals and to nonresidents who are U.S. citizens. The allowances are:
Married couple and head of household
Single person (including a spouse living separately)

$2,000
800

Each dependent (unless eligible for greater credit
listed below)

800

Dependent university student

1,000

Dependent who is mentally or physically incapacitated, or
blind, or 65 years of age or older

1,000

The credit for dependents applies if the taxpayer furnished more than
one-half of the dependent's support for the calendar year and the
dependent is:
1. under 21 years, or
2. a parent of the taxpayer, or
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3. a university student who is not more than age 25 and who
during the calendar year pursued at least one semester of studies
as a regular student, or
4. a person who is incapable of self-support because of mental or
physical incapacity, or is blind, or is 65 years of age or older.
The credit does not apply where the dependent has gross income
equal to or greater than the dependency credit allowed the taxpayer,
or any requirement to file a joint return with a spouse.
Couples married during a taxable year file jointly from the date of
marriage to the end of the tax year and are allowed the personal exemption of $2,000. This return, which is filed in the name of the
husband, includes all of the husband's income for a 12-month period
and the wife's income since the date of marriage. The wife files a
return for that part of the year during which she was single and she is
entitled to an $800 personal exemption. The determination of marital
status is made as of the end of the taxable year unless the spouse
dies during the taxable year, in which event the determination is
made as of the date of death.
Spouses living separately are not considered married, and each is
allowed the same exemption as a single, unmarried person.
The head of a household is entitled to the same personal exemption
as a married couple. The term "head of household" generally means
an individual who supports as a dependent one or more individuals who:
(a) reside in a household that is the taxpayer's principal place of
abode, and
(b) are closely connected with the taxpayer by blood relationship, by
marriage, or by adoption, and
(c) are supported by the taxpayer as the result of his moral or legal
obligation to do so.
The head of a household loses the credit for one dependent. For
example, if he has two dependents, he is entitled to a $2,000 personal
exemption plus one dependent credit; if he has one dependent, he
is entitled only to the $2,000 exemption.
11.04 Resident and Nonresident Individuals Compared
If an individual is a resident, he is generally taxable on income from
all sources both within and outside Puerto Rico. There are excep-
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tions to this rule in the year an individual becomes or ceases to be a
resident of Puerto Rico. U.S. citizens who are not resident in Puerto
Rico are taxable on Puerto Rican-source income at the same rates and
are allowed the same deductions as residents. Only resident individuals and citizens of the U.S. are entitled to the personal exemptions
and credit for dependents described at 11.03, and only resident
individuals are allowed a credit for income taxes paid to foreign
countries (12.02).
Residence of an alien or a U.S. citizen in Puerto Rico is determined
by his intentions with regard to the length and nature of his stay.
The criteria, which are similar to those used in determining U.S. residence, may be expressed as follows:
In general, one who comes to Puerto Rico for a definite purpose which
in its nature may be promptly accomplished is a transient; but if
his purpose is of such an indefinite nature that an extended stay may
be necessary for its accomplishment, and to that end he makes his
home temporarily in Puerto Rico, he becomes a resident even though
it may be his intention at all times to return to his domicile abroad
upon consummation or abandonment of the purpose for which he
came to Puerto Rico.
Nonresident aliens are taxed differently depending on whether or
not they are engaged in trade or business within Puerto Rico. The
term "nonresident alien" refers to an individual who is not a
U.S. citizen and who is not a resident of Puerto Rico. Those not engaged in trade or business in Puerto Rico are taxed only on items
of "fixed or determinable annual or periodical" income, plus the excess of capital gains over capital losses, derived from sources within
Puerto Rico. The taxable items include interest, dividends, distributions of partnership profits, rents, etc. If the income is not more
than $22,200, the individual is taxed at a flat rate of 29% on the gross
amount, without deductions for personal exemptions or credit for
dependents. If the income exceeds $22,200, deductions are allowed
to the extent they are allocable to items of income required to be
reported, and the charitable deduction is allowed in full. The regular
tax rates applicable to Puerto Rican residents are applied to this
net income, but the total tax cannot be less than 29% of the gross
income.
Nonresident Aliens Engaged in Trade or Business. Nonresident
aliens engaged in trade or business in Puerto Rico are taxed on
gross income from sources within Puerto Rico, less deductions attributable to that income, at the regular rates applicable to resident
individuals. They cannot claim the personal exemptions and credit
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for dependents described at 11.03. Ordinarily, however, they may
deduct losses sustained during the taxable year (and not compensated by insurance or otherwise) if incurred in any transaction
entered into for profit although not connected with a trade or business. Also, charitable contributions made to funds or foundations
created in Puerto Rico are deductible, subject to the limitation noted
in 8.11.
The law and regulations do not define the term "engaged in trade
or business within Puerto Rico." The regulations do state that the
term includes the performance of personal services within Puerto
Rico at any time within the taxable year, with one exception: It does
not include the performance of personal services for a nonresident
alien individual, foreign corporation, or foreign partnership that is
not engaged in trade or business with Puerto Rico, if performed by
a nonresident individual temporarily present in Puerto Rico for not
more than 90 days during the taxable year whose compensation
for such services does not exceed an aggregate of $3,000. A nonresident individual is not considered to be engaged in trade or business by reason of transactions in Puerto Rico in stocks, securities,
or commodities through a resident broker, commission agent, or
custodian.
11.05 Taxation of Employees
Noncash Benefits. Generally, all compensation for personal services constitutes gross income to the employee when received or
accrued, depending on his accounting method, regardless of the
form of payment. Cash-basis taxpayers report compensation when
payment is actually or constructively received. If compensation is
paid in property, the amount to be included in income is the fair
market value of the property. The value of living quarters and meals
furnished to an employee is taxable, except when provided solely for
the convenience of the employer. An allowance paid to an employee
for "supper money" is generally considered to be paid for the
convenience of the employer. Payment by an employer of premiums
on a life insurance policy for the benefit of an employee is taxable
income to the employee except on group insurance.
Where an employee is transferred from one place of employment to
another in the interest of the employer, the allowance received by the
employee for moving his family and personal effects is not taxable.
Back Pay. The tax on back pay received or accrued by an employee
in a current year for his prior years' services is limited to the amount
that would have been paid had the amount been received ratably
during the years in which earned. This benefit applies only if the
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back pay received or accrued exceeds 15% of the gross income of the
individual in the taxable year. The term "back pay" refers to remuneration that would have been paid except for intervening bankruptcy or
receivership of the employer, disputed liability, and similar items.
The employee may choose instead to use income averaging (11.01).
Employees of Foreign Employers. A nonresident individual is taxable on income from Puerto Rican sources. This rule applies also
to salaries except those of nonresident individuals temporarily
present in Puerto Rico for not more than 90 days, under the rule
explained at 11.04.
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Relief f r o m Double Taxation
of Foreign Income
12.01 Tax Treaties
The Commonwealth of Puerto Rico has not entered into tax treaties
with foreign countries. In some instances, however, tax treaties
between the U.S. and foreign countries are honored by Puerto Rico.
12.02 Agreement with the United States
The government of Puerto Rico and the United States Internal
Revenue Service have an agreement to furnish information to each
other on tax returns or information returns. The agreement also
provides for means to resolve disputes and avoid situations in which
the application of the tax laws of Puerto Rico and those of the
United States may result in double taxation.
12.03 Credit for Foreign Income Taxes
Income taxes (including war profits and excess profits taxes) paid or
accrued during the taxable year to the U.S. and its possessions and to
foreign countries may be credited against the Puerto Rican income
tax. For this purpose, the Puerto Rican additional tax on corporations
and partnerships that unreasonably accumulate earnings and profits
(10.02) to avoid income tax on shareholders and partners, and a
similar U.S. tax on corporations, are not considered to be income
taxes.
Puerto Ricans and other U.S. citizens who are residents of Puerto
Rico and domestic corporations and partnerships are entitled to the
foreign tax credit. Resident aliens, however, are allowed the credit
only if the alien's home country allows a similar credit to U.S. citizens. As a general rule, U.S. citizens who reside outside Puerto
Rico are not in a position to claim the foreign tax credit against their
Puerto Rican income tax because, in principle, Puerto Rico taxes
them only on income from sources within Puerto Rico. The foreign
tax credit is not available to nonresident aliens and foreign corporations and partnerships.
Although not allowed a foreign tax credit, a Puerto Rican branch of
a U.S. corporation is, nevertheless, given a measure of relief from
double taxation, since Puerto Rico permits the branch to deduct
from its gross income a formula-computed amount for U.S. income
taxes paid by the U.S. corporation on the branch profits.
The foreign tax credit may ordinarily be taken in the return for the
year in which the taxes are paid or in the return for the year in which
the taxes are accrued, depending on whether the returns are filed on
the cash or the accrual basis. A taxpayer, however, may elect to take
the foreign tax credit for the year in which the taxes accrued, even

72

Deloitte Haskins & Sells

Puerto Rico

though he is on the cash basis. Once adopted, the accrual method
generally must be followed in subsequent years. The foreign tax
credit may not exceed the limits discussed below.
Limitations on Credit. The foreign tax credit is subject to two limitations. Under the first or per-country limitation, the credit for taxes
paid or accrued to a particular country cannot exceed the Puerto
Rican income tax attributable to the income from that country.
The limitation is determined by multiplying the total Puerto Rican tax
by the percentage that the income from the particular country is of
the total income of the taxpayer. The second or overall limitation
applies when a taxpayer pays income tax to more than one foreign
country. Under this limitation, the credit for the foreign taxes cannot
exceed the Puerto Rican tax attributable to net income from all
foreign sources. The overall limitation is not elective, but must be
applied in any event and can only serve to reduce the total foreign
credit.
Taxes of Foreign Subsidiaries. A domestic corporation owning a
majority of the voting stock of a foreign subsidiary is allowed a
credit for a proportionate part of the foreign taxes paid by the subsidiary, in the ratio of dividends received from the subsidiary and
the accumulated profits of the subsidiary. This is a part of the foreign
tax credit derived from the country or countries where the subsidiary
is taxable.
Deduction for Foreign Taxes. If foreign taxes are not taken as a tax
credit, as discussed above, they may be claimed as a deduction
from gross income. The choice is applicable to all foreign income
taxes for the year. Thus, foreign income taxes are not partly creditable and partly deductible.
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Pensions, Pension Funds,
and Other Retirement Benefits
13.01 Taxation of Retirement Benefits and Contributions
Pensions and other forms of retirement allowances accruing as a
result of past employment are generally taxable as compensation
for personal services. Federal social security benefits are nontaxable.
Government Employees. Pensions received by teachers, civil service
employees, and other government personnel from retirement plans
sponsored by the Commonwealth, the United States, or their
instrumentalities and political subdivisions, are exempt gross income
in the Commonwealth up to a fixed amount each year, and any
excess is subject to taxation under the annuity rule described at
7.07. At present, the first $2,500 of retirement pay received in a
year from all governmental retirement plans is nontaxable. Death
benefits received by heirs and beneficiaries are exempt from gross
income. Individuals may deduct their contributions to such retirement
plans (11.02).
Employee Pension Plans. Contributions made by an employer to a
trust under an approved pension plan (13.02) are not taxable currently to the employee. The tax is deferred until the employee actually or constructively receives trust distributions. Employer contributions to provide retirement benefits under a nonapproved plan are
taxable to the employee when made, if the employee's rights are
nonforfeitable. If, however, the employee's rights are forfeitable, he
is taxed at the time he receives a distribution from the trust fund.
If an employee contributed nothing to the cost of an approved plan
and the employer's contributions were tax free, each pension payment is taxable to the employee in full when he receives it. If he
did contribute, amounts received are taxable to him as an annuity
(7.07). Lump-sum benefit payments made on retirement or termination of employment are considered as gain from the sale of capital
assets held for more than six months to the extent that such distributions exceed the aggregate amounts contributed by the employee.
An employee's contributions are not deductible but constitute his
cost investment in the plan.
13.02 Approval of Pension Plans
In order to be assured of favorable tax treatment, a pension plan
should have the prior approval of the Secretary of the Treasury of
Puerto Rico. When employees contribute to the pension plan, the
plan should also have the approval of the Secretary of Labor. Information to be submitted by the employer in seeking approval is set forth
in the Income Tax Regulations. The plan must meet certain re-
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quirements, including one that prohibits discrimination in favor of
executives or highly compensated personnel. The regulations
provide for integration with federal social security benefits, under
substantially the same rules as are applied for U.S. tax purposes.
Approval of a plan will relieve covered employees of tax liability
prior to receipt of payments, will free trust earnings from income
tax, and will assure the employer of a deduction for contributions,
subject to certain limitations.
Partners actually rendering services to a partnership are eligible for
membership in an approved employee pension plan sponsored by
the partnership.
13.03 Deduction of Pensions and Contributions to Pension Funds
An employer may deduct pension payments made directly to retired
employees if the payments are for past services or are contractual
in nature (rather than voluntary) and if they are ordinary and necessary business expenses. Deduction, however, may be permitted for
certain voluntary payments in recognition of services rendered by
an employee, such as continuing to pay an employee's salary after his
death to his widow or heirs.
Employer contributions under an approved plan are deductible
when made, subject to limitations based generally on actuarial cost
and the compensation of all eligible employees, as set forth in
detail in the law. Contributions by employers under other plans are
deductible when made, provided the employees' rights are nonforfeitable.
13.04 Employee Retirement Income Security Act (ERISA)
The provisions of ERISA extend to employee benefit and welfare
plans in Puerto Rico, except that the tax provisions of the Act are not
generally applicable to Puerto Rican plans. Most plans established
and operated pursuant to ERISA would be well within the requirements for tax qualification under Puerto Rican law.
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Taxes on Sales, Commodities,
Transactions, and Property
14.01 Commonwealth Excise Taxes
Excise taxes are levied on various commodities and transactions
(Arbitrios

o Impuestos

Sobre Uso y Consumo),

usually at the earliest

stage of import, sale, use, or consumption. For the most part, these
taxes apply to articles that have been produced, manufactured, or
imported for use or resale. Excise taxes, however, are also imposed
on admissions to public shows, sales of racetrack forms, horse-race
prizes, and rentals of hotel rooms. There are a number of exemptions,
including imports by tourists, sales to the United States military,
raw materials to be used within a year of acquisition, and machinery
and equipment used in industrial plants and in shipyards. Representative taxable items and rates are shown in the Rate Tables.
Transactions with Purchasers and Sellers in the United States.
Trade between the U.S. and Puerto Rico is not subject to customs
duties. U.S. laws imposing taxes on manufacturers and retailers provide various exemptions for U .S. exports. The exemptions apply
to articles delivered to purchases in Puerto Rico, as well as in U .S.
possessions and foreign countries. However, the U.S. taxes are
applicable if the items are delivered in the U.S. to Puerto Rican
purchasers. If imposed, the U.S. taxes may be refunded on showing
that the items were, in fact, exported. Goods shipped from Puerto
Rico to be sold in the U.S. are subject at the time of entry to the same
U.S. manufacturers' and retailers' excise taxes, if any, as are imposed on similar goods in the U.S.
The fact that a U.S., state, or municipal tax has already been paid
on an article in the U.S. does not exempt it from the Commonwealth
excise tax upon its introduction into Puerto Rico. Thus, taxable
items brought into the Commonwealth are subject to Puerto Rican
excise tax, including the excise tax on automobiles.
Personal Belongings. Personal and household effects carried or
shipped from Puerto Rico to the U.S. by the owner for his own use
are exempt from U.S. excise taxes. However, an automobile taken
from Puerto Rico to the U.S. by its owner for his own use may be
subject to the U.S. manufacturers' excise tax, if any, at the U.S.
port of entry.
14.02 Municipal License Tax (Patente) on Sales and Revenues
Municipalities levy license taxes on the basis of sales and revenues
of designated commercial and financial businesses, in accordance
with the Municipal License Act (Ley de Patentes Municipales). The
license year begins July 1 and ends June30.
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A tax return must be filed by March 15 preceding the license year,
reporting the volume of business in each municipality and in total
for the fiscal year ended before such March 15. The fiscal year for
this purpose must coincide with the taxable year used for income
tax purposes. A copy of the patente tax return must be filed with each
affected municipality. Corporations and partnerships whose volume
of business is over $100,000 must also file with their returns a
balance sheet and a statement of profit and loss for the fiscal year,
together with an opinion of a certified public accountant licensed in
Puerto Rico. The tax is payable in two instalments during the
license year, which are due on July 1 and January 1.
For municipal license tax purposes, businesses are grouped in two
classifications:
(a) Financial institutions—namely: commercial banks; savings and
loan associations; mutual and savings banks; finance, insurance and
investment companies; and any other financial activity carried on
by any other trade or business.
(b) All other business activities carried on by individuals, partnerships, corporations, trusts, estates, or any other organization engaged
in a trade or business for profit, unless specifically excluded by law.
All professionals, electricians, plumbers, etc., except those working
for an employer, are included.
The tax rates are determined by each municipality, but they cannot
exceed 1% for financial institutions and .3% for all other businesses.
The basis of the tax on products is net sales (gross sales, less returns and allowances). On the other hand, the tax for commission
merchants and real estate brokers is computed on gross commissions
received for services rendered and, in the case of cost-plus contractors, on the excess received over the contract cost. In the event
the taxpayer considers that the municipal assembly has set the
amount of annual volume too high or has incorrectly classified the
sales and revenues, protest and appeals procedures are available.
Interest, penalties, and additions to the tax are applicable if the taxpayer is delinquent or negligent. A fraud penalty of 50% of the tax
deficiency is also provided, and fine and imprisonment may be imposed for filing a false return.
14.03 Commonwealth and Municipal Property Tax
The property tax is imposed jointly by the Commonwealth and
municipalities on the assessed value of real and personal property in
Puerto Rico not expressly exempt from taxation. For the purposes
of assessment, real property is the land, subsoil, structures, and ob-
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jects, machinery, or implements attached to the building or fixed
on the ground in a permanent manner. Personal property includes all
other assets capable of private ownership and not included within
the meaning of the term "real property," but does not include certain
intangibles, such as accounts receivable and bank accounts. Except
as indicated above, the law does not exclude intangibles from
property taxation. In fact, the law specifically includes money, bonds,
stocks, credit certificates in partnerships, patent rights, trademarks,
franchises, and concessions. Exemptions are discussed below.
Property is assessed for tax purposes at its estimated market value
on January 1 for a fiscal year commencing the next July 1. Real
property assessments are revised periodically. In lieu of direct physical appraisal of personal property, the Secretary of the Treasury
may use a book value acceptable to him as a reasonable valuation.
Tax returns for personal property owned on January 1 must be filed
by April 15 and they must include financial statements certified by
a CPA licensed in Puerto Rico. A failure to comply with filing requirements constitutes a misdemeanor and carries fines of up to $1,000.
Inventory Valuation. The average month-end value of inventories
throughout the calendar year preceding the assessment date must
be used for property tax purposes. If, however, the monthly records
are inadequate, the Secretary of the Treasury may determine inventory value by such methods as, in his opinion, will clearly reflect the
value. The Secretary also has the option of using the inventory
value as of the date of assessment.
Exemptions. There are a number of categories of exempt property.
The more important exempt categories are: growing crops and harvested crops in the hands of the producer; bovine livestock and silos;
poultry and equipment and structures used for poultry production;
sugar in the hands of producers and refiners; raw material and
work-in-progress inventories; accounts receivable; bank accounts;
shares of domestic corporations; licensed motor vehicles (not including new vehicles held by a dealer); licenses to television and
radio stations granted by the Federal Communications Commission;
and any building under construction for a period not exceeding three
years (including equipment and machinery installed as part of an
industrial, hotel, or commercial operation). For property used in
industrial production under the Industrial Incentives Acts, see
Chapter 3. Inventories of retailers are exempt up to $20,000, provided annual sales are less than $100,000.
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Rates. Property taxes, as noted, are levied by both the Commonwealth and municipal governments. The Commonwealth has two
rates: 2.03% on personal property and 4.03% on real property. Municipal rates usually do not exceed 2% and apply equally to personal
and real property. Taxpayers are billed for combined rates that vary
with the type of property and the municipality.
Payment. The tax is payable upon issuance of a notice of tax due.
Taxpayers are allowed a discount for lump-sum prompt payment.
The tax can also be paid in two instalments, but a lesser discount
is applicable. The taxpayer is entitled to these discounts only if property taxes for all prior years have been paid.
Generally, a period of 90 days is allowed for the payment of tax,
or of instalments, without any interest charges. Interest is computed
on delinquent payments at 10% a year.
14.04 Commonwealth License and Permit Fees
The principal Commonwealth license and permit fees relate to:
registration, annual licensing, and transfer of ownership of automobiles, trucks, and trailers; operation of retail and wholesale businesses engaged in the sale of cigarettes, gasoline, arms, jewelry,
motor vehicles, parts and accessories for vehicles, and tires and
tubes; maintenance of premises where jukeboxes are operated;
production and sale of alcoholic beverages; operation and conduct of
banking, finance and insurance companies, lessors of personal
property, professions and crafts, commercial sports, hunting, private
employment agencies, racetracks, gambling establishments, etc.
License fees on selected items are listed in the Rate Tables.
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Employment Taxes
15.01 Federal Self-Employment Tax and Social Security Tax on Wages
Federal Self-Employment Tax. In addition to income tax, the United
States imposes a tax on the self-employment income of U.S. citizens
and U.S. resident aliens.This tax on the self-employed is the equivalent of the federal social security tax on wage earners that is discussed
later on in this section. Every resident of Puerto Rico is also subject
to the self-employment tax, whether or not a citizen of Puerto Rico, a
citizen of the U.S., or an alien. In practice, this means a resident of
Puerto Rico, in computing his U.S. self-employment tax, must include
self-employment income from sources within Puerto Rico, even
though the Puerto Rican-source income may not be taken into account for U.S. income taxation purposes. Moreover, a citizen of
Puerto Rico determines his net earnings from self-employment in the
same manner as other U .S. citizens. If aliens are not residents of the
U.S., Puerto Rico, or certain U.S. possessions, none of their income
is self-employment income.
Generally, self-employment income consists of net earnings derived
by an individual from a trade or business carried on independently
by him or by a partnership in which he is a member. When an individual has more than one trade or business, the profits and losses
for the year are combined. Net operating losses from other years are
disregarded, and a relatively few types of services, activities, and
income are exempt or otherwise excluded. Self-employment income,
of course, does not include wages, salaries, and other forms of
employee compensation that are subject to the federal social security
tax on wages, nor does it include investment-type income and capital gains or losses. Personal and dependents' exemptions and the
standard or itemized deductions, allowed to individuals for U.S.
income tax purposes, are not deductible from self-employment
income. If net earnings from self-employment are less than $400, no
tax is due. Moreover, as shown in the Rate Tables, there is a specific
maximum on net earnings that are taxable. In determining the basis
of the tax, the specific maximum is reduced by the amount of
wages, if any, on which the social security tax has been paid.
The federal self-employment tax is computed annually on a form
that is filed with a U.S. individual income tax return, or on a specific
tax return provided by the Internal Revenue Service for this purpose
(Form 1040-PR). This form may be used when the taxpayer is not
obligated to file a regular U.S. income tax return. The self-employment tax is subject to the U.S. Code requirements for estimated tax
payments, which must be made quarterly.
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Federal Social Security Tax on Wages. The federal social security
tax (old-age, survivors, disability, and hospital insurance) is applicable in Puerto Rico on the same wage bases and tax rates as in
the U.S. In general, the term "wages" means remuneration, with a
few exceptions, paid in money or money's worth for services performed by an employee for his employer. The tax is computed on
wages paid to each employee, up to the annual maximum amount
noted in the Rate Tables. Half of the tax is borne by the employer and
half by the employee, whose tax is withheld from his wages. The
employer files tax returns quarterly on January 31, April 30, July
31, and October 31 with the U.S. Internal Revenue Service.
15.02 Federal and Commonwealth Unemployment Insurance Taxes
Federal. As in the U.S., the federal unemployment tax is applicable
to employers in Puerto Rico if they have one or more employees
in each of 20 calendar weeks during a calendar year or if they have
paid wages of $1,500 or more in a calendar quarter of the current or
the preceding calendar year. The tax rate is listed in the Rate Tables.
The federal unemployment tax payable by the employer is reduced
by a credit for the tax paid for the calendar year to the unemployment insurance fund of the Commonwealth or any of the U.S. states.
The credit is limited to 2.7% of taxable wages, as defined in U.S.
law. Returns for the federal unemployment tax are filed with the
U.S. Internal Revenue Service in January.
Commonwealth. The Commonwealth unemployment tax is comparable to that of any of the 50 states. It is imposed on each employer who during any day of the current or preceding calendar year
had any employees. Generally, most employers in Puerto Rico are
taxed at the standard tax rate listed in the Rate Tables. If .however, an
employer is not subject to the federal unemployment tax, the Puerto
Rican tax rate is increased to the same rate as the federal. Puerto
Rico, unlike most of the 50 states of the U.S., does not have a
merit or experience rating system that permits rate reductions for
employers with favorable employment history during a specified base
period. The employer's Commonwealth unemployment contributions report is filed in the month following the close of each
calendar quarter.
States. If a Puerto Rican employer has personnel in the U.S., he
may be required to pay unemployment insurance on such employees
to any states in which the employees are working, rather than to
the Commonwealth.
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15.03 Commonwealth Disability Benefits Insurance Tax
The disability benefits insurance in the Commonwealth is a payroll
tax on specified maximum wages paid to each employee in a calendar
year. This tax provides insurance coverage for employees who are
absent from work because of non-work-related disabilities. The
standard tax is shared evenly by employer and employee. The
employer's contributions report is filed in the month following
the close of each calendar quarter. An election may be made by the
employer to provide the insurance coverage through a recognized
private plan or insurance company. In such case, the employer may,
nevertheless, be required to pay a reduced rate of tax as his share
of the Commonwealth fund's administration costs.
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Estate and G i f t Taxes
16.01 Estate Tax
Puerto Rico imposes an estate tax on the value of the property of a
decedent who died on or after January 1, 1969. Prior to that date,
an inheritance tax was levied on the beneficiaries.
Puerto Rico's estate tax is computed on the net taxable estate at the
graduated rates shown in the Rate Tables. A tax credit is allowed
within certain limitations, for any estate, inheritance, and succession
taxes paid to the U.S.; to any state, territory, or possession of the
U.S.; and to foreign countries on property located there and included
in the decedent's estate in Puerto Rico. A resident estate is also
allowed a tax credit for gift taxes paid to Puerto Rico on the value of
any gift that is included in the estate. Resident and nonresident
estates are allowed a tax credit for estate and gift taxes paid to
Puerto Rico on transfers within ten years before the decedent's death
of property included in the estate. This tax credit ranges from 20%
to 100% of the tax previously paid, depending on the elapsed time
since the prior transfer.
Special provisions apply to United States citizens who are residents
of Puerto Rico at the time of death. If such person acquired his
citizenship solely by reason of being a citizen of Puerto Rico (or a
U.S. possession) or because of his birth or residence in Puerto Rico
(or a U.S. possession), he is treated, for purposes of the U.S. estate
tax, as a nonresident who is not a U.S. citizen. Basically, this
means only his U.S. property is taxable.
All other U.S. citizens, including those who are residents of Puerto
Rico or foreign countries at the time of death, are taxable by the
U.S. on the entire estate wherever situated.
The U.S. allows a foreign tax credit, within certain limitations, for
estate, inheritance, legacy, and succession taxes paid to Puerto Rico
and foreign countries on the portion of the estate located there and
included in the U.S. gross estate. Effective September 3, 1973,
Puerto Rico imposes tax on the estate of a U.S. citizen residing in
Puerto Rico in one of two ways.
(1) If all of the estate, wherever situated, is included in the U.S.
gross estate, the Puerto Rico estate tax is an amount equal to the
maximum foreign tax credit determined under the U.S. Code section
2014(b)(2) on the decedent's property located in Puerto Rico. However, for purposes of determining the Puerto Rico estate tax, such
maximum foreign tax credit will be computed using the value of
the property located in Puerto Rico as determined by the Secretary
of the Treasury of Puerto Rico. The determination of the situs of the
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property, however, is based on the provisions of the U.S. Internal
Revenue Code.
(2) If the property located in Puerto Rico is not included in the U.S.
gross estate, all the estate is taxable in Puerto Rico as a resident
estate. Puerto Rico allows a foreign tax credit, within certain limitations, for estate and similar taxes paid to the U.S. and foreign countries on the portion of the estate located there and included in the
Puerto Rico gross estate.
The estate of a U.S. citizen who is not a resident of Puerto Rico at
the time of death is also taxed in one of two ways. If all the Puerto
Rico estate is included in the U.S. gross estate, the tax for Puerto
Rico is an amount equal to the maximum foreign tax credit allowed
by the U.S. on the decedent's property located in Puerto Rico.
However, if not so included in the U.S. gross estate, all the Puerto
Rico estate is taxable in Puerto Rico as a nonresident estate.
Taxable Estate. In general, the gross estate of a decedent who,
at the time of death, was a resident of Puerto Rico comprises
the total value of his property at the time of death, including real,
personal, tangible, and intangible property, wherever located. The
gross estate of a nonresident includes only property located in
Puerto Rico at the time of death.
In addition to the decedent's testamentary estate, the gross estate
includes certain transfers made during the decedent's life, such as:
transfers in contemplation of death; transfers with retained rights to
income, retention of control, or withholding of possession or enjoyment from the beneficiaries; and transfers taking effect at death.
The net taxable estate comprises the gross estate less authorized
deductions and, for a resident estate, a fixed exemption of $60,000.
For nonresidents the exemption is $10,000, except that for
nonresident U.S. citizens it is the greater of $30,000 or the amount
resulting from the ratio between the value of the gross estate located
in Puerto Rico and the value of the gross estate in both jurisdictions, multiplied by $60,000.
The law provides for deductions from the gross estate for purposes
of determining the taxable value of the estate. These include debts
of the decedent at the time of his death, debts on estate property,
taxes payable, funeral expenses up to $2,500, and professional
expenses within certain limitations. Bequests and legacies are deductible if made exclusively for recognized public, religious, charitable, scientific, literary, and educational purposes.

Deloitte Haskins & Sells

87

Puerto Rico

There is a provision, with certain limitations and requirements, for
an exclusion of 50% of investments of a decedent's estate in savings bonds of the Commonwealth and/or enterprises engaged in
certain economic activities deemed beneficial to Puerto Rico.
From the estate of a decedent who is a resident of Puerto Rico,
$10,000 of life insurance and $10,000 of the aggregate amount of
savings deposits and death benefits may be excluded. The savings
deposits must be a savings associations, cooperatives, and banks
engaged in business in Puerto Rico. The excludable amount is determined by averaging the balance at the time of death and at the end
of the preceding two years. From the estate of a nonresident, death
benefits up to $10,000 are excluded.
Insurance policies and related interests, as well as local deposits
in savings institutions, belonging to a nonresident are considered
property outside of Puerto Rico provided they are not effectively
connected with a trade or business in Puerto Rico.
Returns and Payment of Tax. The executor or administrator of an
estate must file a preliminary information return in triplicate with the
Secretary of the Treasury within 60 days after the date of the
decedent's death. A final return must be filed within 270 days after
the date of death. The Secretary is authorized to grant a reasonable
extension of time for the filing of a return. If, however, the person
responsible for the filing of the return is outside Puerto Rico, no
extension may be granted in excess of six months.
The estate tax is determined by the executor or administrator of the
estate, and the tax so determined is payable on or before the due
date prescribed for filing the final estate tax return. A reasonable
extension of time, not to exceed six years from the date of death,
may be granted by the Secretary of the Treasury for the payment of
the tax shown on the return, if the Secretary determines that payment
on the due date would impose an onerous burden on the estate.
When an estate consists mostly of an interest in a family business,
payment of the tax may be made in instalments over a period not
exceeding six years.
As a general rule, tax deficiencies must be assessed within four years
after the return is filed. Extension of time may be granted for the
payment of the tax deficiency, not to exceed three years from the
date the deficiency is assessed and levied.
Penalties for late filing or late payment may be assessed, similar to
those applicable to the income tax (5.04). If any property of an estate
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is reported in the tax return for less than 70% of its value, an additional tax is imposed, in addition to the deficiency, in an amount
not exceeding twice the deficiency caused by the deviation from its
value in excess of 30%.
Interest for late payment of tax is assessed at the rate of 10%. When
an extension of time is granted, 8% is charged for the first three
years and 10% thereafter. However, the interest rate of an extension granted because the estate consists mostly of an interest in a
family-owned business is 8% a year for the full extension. Interest on
deficiencies is assessed at 10% a year.
16.02 Gift Tax
A gift tax is imposed upon the transfer of property by way of gift. All
transactions in which property, property rights, or interests in
property are gratuitously passed to or conferred upon another, regardless of the means or device employed, constitute gifts subject to
tax. The tax does not generally apply to transfers made for a valuable consideration, but it does apply to transfers for less than
full value.
The gift tax is computed by applying the graduated rate schedule
shown in the Rate Tables to the accumulated value of taxable gifts
made in all calendar years, starting with the year 1969. The tax for
any calendar year after 1969 is the excess of the tax so computed
on accumulated gifts for the years from 1969 to the current year,
inclusive, over the tax similarly computed but excluding the gifts of
the current year.
A credit against the gift tax is allowed for any gift tax paid to the
U.S. or to any foreign country on the same property. The credit is
computed in the same way as provided for the estate tax, but without
regard to any limitation based on the location of the property.
Taxable Gifts. For a donor who is a resident of Puerto Rico, taxable
gifts include any property transferred by gift, wherever it may be
located. If the donor is a nonresident of Puerto Rico, only transfers of
property located in Puerto Rico are taxable. All shares issued by
Puerto Rican corporations are considered to have situs in Puerto
Rico. Bonds, promissory notes, or other obligations issued by the
Commonwealth of Puerto Rico or its municipalities, or by the public
authorities or corporations of the Commonwealth as well as of the
municipalities, are excluded from gifts when the donor as well as
the donee are nonresidents of Puerto Rico.
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In determining taxable gifts, the first $500 is excluded from the value
of gifts made by a person during a calendar year, except for gifts of
future interests. For married couples, each spouse is entitled to
this exclusion. In addition, the following exemptions and deductions are allowed:
(a) A lifetime exemption of $30,000 for gifts made after January 1,
1969 is applicable to residents of Puerto Rico.
(b) An amount, not to exceed $1,000 a year, of gifts made by the
donor to each of his children declared permanently physically or
mentally disabled.
(c) Gifts made exclusively for public purposes to the government of
Puerto Rico or of the U.S. or to any of their political subdivisions, as
well as gifts to nonprofit, nonpolitical, and private institutions, to
be used exclusively for religious, charitable, scientific, literary, or
educational purposes.
For the purpose of claiming the lifetime exemption, gifts made from
the conjugal partnership of husband and wife are considered as
made one-half by each, provided both consent to this treatment.
Without such consent, the spouse who actually made the gift is considered the donor.
Returns and Payment of Tax. Each donor making gifts in excess
of $500 during any calendar year must file a return with the Secretary
of the Treasury on or before April 15 of the following year. The Secretary is authorized to grant a reasonable extension of time for the filing
of a return. When a gift in excess of the annual $500 exclusion has not
been executed before a notary public at the time the gift was made,
the donee must file an information return on or before April 15 of the
following year. If the gift document has been notarized, the notary
public must report the transaction to the Secretary within 30 days.
The gift tax is determined by the donor, and the tax so determined is
payable by the donor on or before the due date prescribed for filing
the gift tax return . A reasonable extension of time may be granted
by the Secretary of the Treasury for the payment of the tax shown
on the return, if the Secretary determines that payment on the due
date would impose an onerous burden on the taxpayer. In the event
the donor fails to pay the tax, the donee is liable in an amount not
to exceed the value of the gift received. Interest and penalties
may be assessed.
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Income Taxes—Individuals
1979

Taxable Net
Income Bracket
0- 2,000
2,000- 4,000
4,000- 6,000
6,000- 8,000
8,000- 10,000
10,000- 12,000
12,000- 14,000
14,000- 16,000
16,000- 18,000
18,000- 20,000
20,000- 22,000
22,000- 26,000
26,000- 32,000
32,000- 38,000
38,000- 44,000
44,000- 50,000
50,000- 60,000
60,000- 70,000
70,000- 80,000
80,000- 90,000
90,000-100,000
100,000-150,000
150,000-200,000
200,000-upward

1980

Tax on
Lower
Amount

Rate on
Excess
Over
Lower
Amount

Tax on
Lower
Amount

Rate on
Excess
Over
Lower
Amount

($)

(%)

($)

(%)

None
228
513
874
1,292
1,786
2,356
2,983
3,667
4,408
5,187
6,023
7,809
10,716
13,851
17,328
20,919
27,094
33,459
40,109
47,044
54,074
89,699
126,274

11.40
14.25
18.05
20.90
24.70
28.50
31.35
34.20
37.05
38.95
41.80
44.65
48.45
52.25
57.95
59.85
61.75
63.65
66.50
69.35
70.30
71.25
73.15
75.05

None
216
486
828
1,224
1,692
2,232
2,826
3,474
4,176
4,914
5,706
7,398
10,152
13,122
16,416
19,818
25,668
31,698
37,998
44,568
51,228
84,978
119,628

10.80
13.50
17.10
19.80
23.40
27.00
29.70
32.40
35.10
36.90
39.60
42.30
45.90
49.50
54.90
56.70
58.50
60.30
63.00
65.70
66.60
67.50
69.30
71.10

Note:
The income tax rates listed above are applicable to (a) resident individuals and (b) nonresident individuals who are citizens of the U.S.
and who have taxable income from Puerto Rican sources. For nonresidents of Puerto Rico who are not U.S. citizens, see 11.04 and the
withholding tax rates shown elsewhere in these Rate Tables. See 7.05
for treatment of capital gains.
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Income Taxes—Individuals (continued)

1981

1982

Taxable Net
Income Bracket

Tax on
Lower
Amount

Rate on
Excess
Over
Lower
Amount

($)

($)

(%)

($)

10.26
12.83
16.25
18.81
22.23
25.65
28.22
30.78
33.35
35.06
37.62
40.19
43.61
47.03
52.16
53.87
55.58
57.29
59.85
62.42
63.27
64.13
65.84
67.55

None
194
437
745
1,102
1,523
2,009
2,543
3,127
3,758
4,423
5,135
6,658
9,137
11,810
14,774
17,836
23,101
28,528
34,198
40,111
46,105
76,480
107,665

0- 2,000
2,000- 4,000
4,000- 6,000
6,000- 8,000
8,000- 10,000
10,000- 12,000
12,000- 14,000
14,000- 16,000
16,000- 18,000
18,000- 20,000
20,000- 22,000
22,000- 26,000
26,000- 32,000
32,000- 38,000
38,000- 44,000
44,000- 50,000
50,000- 60,000
60,000- 70,000
70,000- 80,000
80,000- 90,000
90,000-100,000
100,000-150,000
150,000-200,000
200,000-upward

None
205
462
787
1,163
1,608
2,121
2,685
3,301
3,968
4,669
5,421
7,029
9,645
12,467
15,597
18,829
24,387
30,116
36,101
42,343
48,670
80,735
113,655

Tax on
Lower
Amount

Rate on
Excess
Over
Lower
Amount

(%)
9.72
12.15
15.39
17.82
21.06
24.30
26.73
29.16
31.59
33.21
35.64
38.07
41.31
44.55
49.41
51.03
52.65
54.27
56.70
59.13
59.94
60.75
62.37
63.99

Note:
The income tax rates listed above are applicable to (a) resident
individuals and (b) nonresident individuals who are citizens of the
U.S. and who have taxable income from Puerto Rican sources. For
nonresidents of Puerto Rico who are not U.S. citizens, see 11.04 and
the withholding tax rates shown elsewhere in these Rate Tables.
See 7.05 for treatment of capital gains.
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Income Taxes—Corporations and Partnerships
(%)
22

Normal tax
Surtax:
Surtax
Net Income
Bracket ($)

Tax on
Lower Amount ($)

Rate on
Excess Over
Lower Amount

(%)
9
19
20
21
22
23

None
6,750
16,250
26,250
36,750
47,750

0- 75,000
75,000-125,000
125,000-175,000
175,000-225,000
225,000-275,000
275,000-upward
Note:

Surtax net income is generally normal-tax net income, less $25,000.
However, for a controlled group of corporations and partnerships, the
surtax credit may not exceed $25,000 for the whole group, allocated
to the members of the group in the manner discussed at 10.03. See
7.05 for the treatment of capital gains, and 10.02 for the tax on
unreasonable accumulation of earnings and profits.

Simplified Method of Computing
Corporation and Partnership Income Taxes
Taxable
Net Income ($)

Taxes Payable

0- 25,000
25,001-100,000
100,001-150,000
150,001-200,000
200,001-250,000
250,001-300,000
300,001-upward

22%
31%
41%
42%
43%
44%
45%

of
of
of
of
of
of
of

taxable
taxable
taxable
taxable
taxable
taxable
taxable

net
net
net
net
net
net
net

income
income,
income,
income,
income,
income,
income,

less
less
less
less
less
less

$ 2,250
$12,250
$13,750
$15,750
$18,250
$21,250

Note:
The table above combines the normal tax and surtax. The combined
rate is applicable to a corporation or partnership that has a surtax
credit of $25,000.
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W i t h h o l d i n g Taxes on Payments to Nonresident
Corporations, Partnerships, and Individuals
Rate (%)
Nonresident corporations and partnerships:
Generally

29

Dividends paid by corporations and partnerships:
Generally

25

Paid from manufacturing, hotel, shipping,
and exporting businesses within Puerto Rico

10(1)

Nonresident individuals who are citizens of the U.S.

20

Nonresident alien individuals:
Generally

29

On payments for real property or shares of stock
acquired from nonresident aliens

25

Note ( 1 ) :
See rates, exemptions, and credits applicable to distributions of
income derived from tax exemption programs (3.02, 3.03, 3.04 and
3.05).
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C o m m o n w e a l t h Excise Taxes
(only selected commodities)
Rate (%)
Based on Value—Taxable Price in Puerto Rico (Note 1),
Unless Otherwise Stated:
Rugs
Photographic equipment and unexposed film

20
15

Jewelry articles:
Manufactured in, or introduced into, Puerto Rico
by a dealer
Introduced by other than a dealerbased on purchase price
Sold at retail—based on selling price
Coin- and token-operated devices
Electrical and gas appliances (except irons and electrical
aids for the blind, deaf, and invalids)
Candies and chewing gum

10
5
20
15
15

Automobiles (rate determined by following table):
Weight of the Automobile

Horsepower

Up to
2300

2301 2801
to
to
2800 3500

3501 4001
to
to
4000 4500

More
than
4500

(%)

(%)

(%)

(%)

(%)

19
27
30
35
45

27
30
33
40
50

30
35
37
52
60

35
37
48
60
70

40
48
60
70
85

Other motor vehicles:
Trucks (except certain small pickup trucks and panel
delivery vans)
Truck tractors
Buses
Vehicle parts and accessories

10
17
20
15

Up
111
131
161
191

to
to
to
to
or

110
130
160
190
more

(%)
14
19
27
30
40

Commodity

Base

Based on Physical Units:
Gasoline, including aviation fuel (Note 2) Gallon
Gas and diesel oils
Gallon
Cigarettes
Per 100
Inner tubes for tires
Pound
Sugar
Pound

Rate ($)
0.16
0.08
2.65
0.09
0.07
(continued)
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Commonwealth Excise Taxes (continued)
Commodity
Based on Certain Transactions and Activities:
Occupancy of hotel and motel rooms
when the room price is $5ormorea day
Public shows (except dances and
certain educational, cultural, and
artistic presentations)
When shown on closed circuit TV
Parimutuel betting at places where
races are held
Daily double, pool, etc.
Prizes to racehorse owners
Chips sold in casinos

Base

Room price
Admission
price

Rate (%)

5
20
40

Winnings
10
Winnings
17
Cash prize
10
Value of chips 1

Other Commodities:
In addition to the above, a 5% excise tax is imposed on all other
articles imported or manufactured for sale in Puerto Rico, with certain exceptions: food, medicines, articles used in the manufacturing
process, articles sold to federal and Commonwealth government
agencies, daily newspapers, children's clothes, working shoes, certain cleaning and hygienic articles, etc.
Notes:
1. The "taxable price" for most articles means the cost at point of
origin increased by 32%. For new automobiles, the term refers to the
F.O.B. price charged by the manufacturer in New York to his distributors in Puerto Rico increased by 32%. For used automobiles, certain
adjustments are made upon examination of the vehicle.
2. Aviation fuel distributed within the airports of Puerto Rico and
used as fuel for airplanes is subject to a tax of three cents a gallon.
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M u n i c i p a l License Tax (Patente)
on Sales and Revenues
Maximum Rate on
Business Volume
(%)
1.0
0.3

Financial Institutions
General Business

C o m m o n w e a l t h and Municipal
Property Taxes
Commonwealth:
Real Property
Personal Property
Municipalities—generally not to exceed

4.03
2.03
2.00

Franchise Tax on Financial Institutions
Taxable Years
Beginning After
But Before

Franchise Tax
on Net Income

12/31/74
12/31/75
12/31/76

12
17
22
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1/1/77
onwards
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C o m m o n w e a l t h License and Permit Fees
(only selected items listed)
License or Permit
Personal loan companies—License for
each main office and for each branch
office that has loans of:
Less than $500,000
Between $500,000 and $1,000,000
Over $1,000,000
Mortgage loan companies
Banks—License for each main office
and for each branch office that has
deposits of:
Less than $20,000,000
Over $20,000,000
Leasing of personal property
Motor vehicles:
Automobiles
Rental automobiles
Commercial and heavy motor vehicles:
Up to six ton capacity
Each ton in excess of six
Owner's working vehicle
Tractors:
One ton or less
One to ten tons
Over ten tons
Transfer of ownership
Medicines—sale or manufacture

Rate ($)

200 Annually
350
500

1,000

500

1,000
200
10 or 25
82
36 to 110
36
1

10
25 to 500
700
5 Each
3to 30 Annually

(continued)
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Commonwealth License and Permit Fees (continued)
License or Permit
Retail and wholesale business selling
cigarettes, arms, jewelry, motor
vehicles, parts and accessories for
vehicles
Production and sale of alcoholic
beverages

Gambling establishments

Professions and crafts
Private employment agencies

Deloitte Haskins & Sells

Rate
License for the year varies
with article and the annual
volume of sales
Annual license varies with the
nature of business, the size
and type of the establishment, from $12 on tenth
class, category B, retail
dealers to $7,000 on first
class distillers and wholesale
dealers and importers
90-day license varies with the
zone in which they are located from $1,500 to $6,000
Lifetime or annual license—
from $4 to $50
One year—$25

101

Rate Tables

Puerto Rico

Federal Self-Employment Tax
Payable by self-employed individuals—federal old-age, survivors,
disability, and hospital insurance:
Rate (%)
1978—onward

8.1

The maximum amount of self-employment earnings subject to tax is
$22,900 for 1979 and $25,900 for 1980, less the amount of any
wages subject to federal social security tax. Thus, if there are no such
wages, the maximum self-employment tax is $1,433.70 for 1978,
$1,854.90for 1979. and $2,097.90 for 1980.
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Federal Social Security Tax
Payable one-half by employer and one-half by employee—federal oldage, survivors, disability, and hospital insurance:
Employer

Employee

(%)

(%)

Total

(%)

1978

6.05

6.05

12.10

1979 and 1980

6.13

6.13

12.26

The tax is payable on wages up to a specific maximum paid to each
employee during the calendar year. The maximum subject to tax is
$17,700 in 1978; $22,900 in 1979; $25,900 in 1980; and the maximum amount of tax borne by the employer is $1,070.85; $1,403.77;
$1,587.67, respectively, with a corresponding maximum applicable
to the employee.

Federal Unemployment Insurance Tax
Payable by employer on wages up to $6,000 paid to each employee
during the calendar year:
Rate (%)
1978 and thereafter
Less—Commonwealth unemployment insurance tax paid by
the employer on wages up to $4,200 paid to each employee
during the calendar year
Net federal unemployment insurance tax rate for
most employers

Deloitte Haskins & Sells

3.4

2.7
.7
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C o m m o n w e a l t h Unemployment
Insurance Tax
Payable by employer on total compensation to each employee during
the calendar year:
Rate (%)
Standard rate—payable by employers who are also subject
to the federal unemployment insurance tax (most employers
in Puerto Rico)
2.95
Special rate—payable by employers who are not subject
to the federal unemployment insurance tax

3.45

C o m m o n w e a l t h Disability Benefits
Insurance Tax
Payable on wages up to $9,000 paid to each employee during the
calendar year:
Rate (%)
Employer
Employee

104
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Estate Tax

Net Estate Brackets ($)
05,000
5,00010,000
10,00025,000
25,00040,000
40,000- 100,000
100,000- 500,000
500,000-1,000,000
1,000,000-2,000,000
2,000,000-4,000,000
4,000,000-6,000,000
6,000,000-upward

Tax on
Lower Amount
($)

Rate on
Excess Over
Lower Amount
(%)

None
150
450
1,950
4,200
19,200
139,200
314,200
714,200
1,714,200
2,914,200

3
6
10
15
25
30
35
40
50
60
70

G i f t Tax

Net Estate Brackets ($)
05,000
5,00010,000
10,00025,000
25,00040,000
40,000- 100,000
100,000- 500,000
500,000-1,000,000
1,000,000-2,000,000
2,000,000-4,000,000
4,000,000-6,000,000
6,000,000-upward

Deloitte Haskins & Sells

Tax on
Lower Amount
($)
None
113
338
1,463
3,150
14,400
104,400
235,650
535,650
1,285,650
2,185,650

Rate on
Excess Over
Lower Amount
(%)
2¼
41½
7½
11¼
18¾
22½
26¼
30
37½
45
52½
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Designated Articles Under the
1978 Industrial Incentives A c t
The exemption statute provides, among other things, for the exemption of an industry engaged in the production of designated articles.
The term "designated articles" includes the following articles or
businesses:
(1) Articles of straw, reed, and other fibers
(2) Artificial flowers
(3) Balls for sports
(4) Bedsprings and mattresses
(5) Articles made from leather or imitation leather
(6) Bodies for motor vehicles and trailers
(7) Candles
(8) Food products, whether they are concentrates, extracts, canned,
bottled, preserved or otherwise substantially processed, for which
tax exemption has been granted under prior laws or that have not been
produced on a commercial scale prior to January 1, 1978
(9) Ceramic products
(10) Cigars and cigarettes
(11) Perfumes, cosmetics and other toilet preparations
(12) Hosiery and gloves
(13) Edible oils and fats
(14) Fishing tackle
(15) Furniture
(16) Polishing and other processing of precious and semi-precious
stones
(17) Glass products
(18) Paperboard, paper pulp and boxes, containers and other carton
receptacles; except corrugated cartons, boxes, containers and
receptacles produced therefrom
(19) Rugs
(20) Shoes and slippers
(21) Soaps
(22) Leather tanning and finishing
(23) Metal containers
(24) Paints
(25) Animal feed

Deloitte Haskins & Sells
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(continued)

(26) Men's, women's, and children's wearing apparel, provided the
cutting of material is done in Puerto Rico. The governor may relieve
the exempted business from complying with this condition whenever
he may determine that in view of the nature of the operations, the
labor involved, and the economic situation to be confronted by the
business, it suits the best interests of the people of Puerto Rico to
relieve it of such condition.
(27) Slaughtering products, including, among others, the products of
the slaughtering of fowl and rabbits, and the products of packing
houses that use the products of slaughtering as raw material.
(28) The publication of books, provided the printing is done in Puerto
Rico, as well as the printing and/or binding of the books. When the
facilities are, moreover, used to produce other types of printing, such
as, among others, pamphlets, reviews, newspapers, forms and
cards, the industrial unit shall be eligible for exemption only with
respect to such part of the taxes set forth in Sections 3 and 4 herein
which correspond to the proportion existing between the gross
income of the business derived from the publication and/or printing
and/or binding of books and its total gross income.
(29) Distilled spirits and beer, for exportation and bulk shipment to
the United States, which may be produced, rectified or in any other
manner processed, casked or bottled in Puerto Rico, if they are considered products of Puerto Rico under the applicable laws of the
United States. Provided that shall be eligible for tax exemption, as
follows:
(a) The income obtained as a result of the increase over the average
annual production in proof gallons in the case of distilled spirits, or
measured gallons in the case of beer, for the last five (5) years of the
business ending on June 30, 1974;
(b) The real and personal property acquired after June 30, 1975 to be
utilized and which is utilized to obtain said increase; and
(c) License fees, excises and other municipal taxes which shall be
limited to the volume of business resulting from such increase.
(continued)
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(continued)

Provided, that if some distilled spirit or beer in particular, as the case
may be, was not being produced in Puerto Rico during said period
of five (5) years prior to June 30, 1974, the production of such
distilled spirit or beer shall be eligible for the tax exemption provided
herein, if it is for export and shipment to the United States.
(30) The production of films, provided the governor determines,
subject to consultation with agencies that render reports on tax
exemption requests, that the activities to be carried out with regard
to this production are substantial and shall be of benefit to the
economic and social development of the people of Puerto Rico.
(31) Commercial fishing to supply raw material to canners or packers
established in Puerto Rico and/or as raw materials in processing
other products in Puerto Rico
(32) Wooden articles that may be worked, processed, or shaped by
turning, including souvenirs, decorations, newels, and other wooden
articles for decorative use.
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Designated Services Under the
1978 Industrial Incentives A c t
The term "designated services" includes any of the following service
units:
(1) International trading distribution facilities
(2) Investment banking
(3) International public relations services
(4) Publicity firms
(5) Economic, scientific and management consultation services
(6) Public auditing
(7) Production of motion picture films
(8) Commercial art and graphic services
(9) Insurance firms
(10) News syndicates
(11) Mail-order houses
(12) Assembling, bottling and/or packing operations for export
(13) Computer service centers
(14) Repair and maintenance services for maritime vessels and
aircraft
(15) Repair services for heavy machinery and equipment, including
but without limitation, agricultural and industrial, construction,
mining and transportation machinery
(16) Repair services for electric and electronic equipment and
watches
(17) Production of engineering and architectural plans and designs
to be used in the construction of projects located outside of Puerto
Rico
(18) Photographic laboratories, including film processing
(19) Dental laboratories
(20) Optical and ophthalmological laboratories
(21) Laboratories devoted to investigation activities and scientific
and/or industrial development to create new sources of energy,
develop new products or industrial processes or improve them
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Industrial Development Zones
ZONE I—High Industrial Development
Bayamon
Caguas
Canovanas
Carolina
Catano

Dorado
Guaynabo
Hormigueros
Mayaguez
Ponce

Rio Grande
San Juan
Toa Baja
Trujillo Alto

ZONE II—Intermediate Industrial Development
Aguadilla
Aguas Buenas
Anasco
Arecibo
Barceloneta
Cabo Rojo
Cayey
Cidra
Corozal

Florida
Guayama
Gurabo
Hatillo
Humacao
Juana Diaz
Loiza
Luquillo
Manati

Naranjito
Penuelas
Sabana Grande
San German
Santa Isabel
Toa Alta
Vega Alta
Vega Baja
Yabucoa

ZONE III—Low Industrial Development
Adjuntas
Aguada
Aibonito
Arroyo
Barranquitas
Camuy
Ceiba
Ciales
Coamo
Comerio
Fajardo
Guanica

Guayanilla
Isabela
Jayuya
Juncos
Lajas
Lares
Las Marias
Las Piedras
Maricao
Maunabo
Moca
Morovis

Naguabo
Orocovis
Patillas
Quebradillas
Rincon
Salinas
San Lorenzo
San Sebastian
Utuado
Villalba
Yauco

ZONE IV—Adjacent Commonwealth Islands of Culebra & Vieques
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Taxes on Representative Earned Incomes
(For 1980 and Subsequent Years)
Earned
Income
(Note 1)
($)
4,000
5,000
6,000
7,000
8,000
9,000
10,000
12,500
15,000
17,500
20,000
25,000
30,000
40,000
50,000

Single
Person
($)
324
446
589
743
907
1,085
1,271
1,881
2,529
3,247
4,036
5,791
7,949
12,528
17,663

Married
Couple,
No Children
173
284
405
537
691
848
1,026

1,575
2,178
2,858
3,614
5,310
7,398
11,934
16,983

Married
Couple,
Two Chlidren
(Note 2)
None
97
194
311
432
572
725
1,204
1,746
2,381
3,085
4,693
6,721
11,142
16,087

Notes:
1. Income tax in the table has been determined on the basis of earned
income less the standard deduction (11.02) and the personal exemption and credit for dependents (11.03). Itemized deductions, such
as interest, taxes, etc., have not been taken into account.
2. The dependents' exemption used in the computation of tax
assumes that the children are not dependent university students and,
accordingly, are not qualified for the greater exemption applicable
to such students (11.03).
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